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The Growing Significance of the Profit and Loss 
Account 


Ever since the Royal Mail Steam Packet Co. case, there has been 
a growing tendency critically to scrutinise the customary forms of 
profit and loss accounts of public companies. Statutory require- 
ments in regard to the contents of these accounts, and the prin- 
aples upon which they should be constructed, are, generally speak- 
ing, meagre, and it is even questioned by many authorities whether 
the profit and loss account is included amongst the accounts upon 
which an auditor is required, by some Companies Acts, to report. 
The point is mentioned in a review which appears in this issue 
of a recently published compendium of Australian company 
kegislation. 

The English Companies Act of 1929 has been trenchantly cri- 
ficised by several prominent English accountants and responsible 
business men on the score of the inadequacy of its provisions 
fegarding the form and content of profit and loss accounts, and the 
principle has been affirmed that, in the words of no less an authority 
than the Lord Plender, “in the preparation of the profit and loss 
acount certain general principles should be followed in order to 
q@sure, as far as possible, that the net results fairly attributable to 
the year’s operations upon a basis comparable year by year should 
be shown, and that extraneous and abnormal items should be 
stated separately.” 

Opinions will, of course, differ as to the possibility of improving 
the form of published accounts by legislative action, and as to the 
desirability of attempting to enforce the principle stated, rather than 
toreach the desired end by educative methods. 

In Victoria, last year, a Joint Committee of Accountancy and 
Secretarial Bodies and the Stock Exchange of Melbourne took the 
Mew that it was desirable to strengthen the legislative provisions, 
ad it accordingly recommended to the Government that the 
a scanty requirement of the Victorian Act, namely, that the 

nce-sheet shall include a statement of profit and loss, should be 
materially expanded. 

The Committee proposed that the Bill then under consideration 


“Every profit nee loss account of a company not being a banking 
4 
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company shall show the balance of profit and loss for the period 
which it covers and shall in particular show separately : 


(a) the net balance of profit and loss on the company’s trading; 
(b) (i) income from general investments ; 
(ii) income from investments in subsidiary companies; 
(c) amounts (if any) charged to the account for depreciation or 
amortisation on 
(i) investments, 
(ii) goodwill, and 
(iii) fixed assets ; 
(d) any profit or loss arising from a sale or re-valuation of fixed 
or intangible assets which has been included in the account; 
(e) the amount transferred to the account from reserves or from 
provisions ; 
(f) directors’ fees.” 


Considerable opposition was aroused by these proposals, mainly 
on the ground that they represented a substantial departure from 
the provisions of the English Act, and that, since the English Legis- 
lature had not seen fit to amend its Act in this respect, it was 
unnecessary and inadvisable for the Victorian Legislature to adopt 
what were regarded as repressive provisions. 

It is interesting, therefore, to observe that other Legislatures in 
the Empire have not been deterred from proceeding beyond the 
limitations of the English Act, and have evidently been impressed 
by the growing volume of informed criticism of the weaknesses of 
that Act. In Australia, the Queensland Act of 1931 provided, in 
addition to requirements similar to those of the English Act of 
1929, that there should be laid before every company once a year a 
profit and loss account, and similar accounts showing, in reasonable 
detail or in the prescribed manner, the various items usually in- 
cluded in such accounts. Moreover, both the Queensland Act 
and the New South Wales Act of 1936 provide for a directors’ 
report to accompany the annual accounts, in which report there 
shall be shown, inter alia, the amount which has been written off 
for depreciation and the amount and purpose of any drawings from 
reserves during the year covered by the accounts. Since both the 
Queensland and New South Wales Acts (as well as the English 
Act) provide for the showing of particulars as to directors’ fees 
paid, it seems that there is, in fact, very little difference between 
the present provisions in those States and the proposals made by 
the Joint Committee in Victoria. 

In other parts of the Empire, company law amendment has 
received or is receiving attention. The Indian Companies (Amend- 
ment) Act, 1936, came into force on January 15 last, and a Com- 
mission has reported in South Africa on proposed amendments to 
the South African Act of 1926. 

The Indian Act provides that, in addition to particulars of direc- 
tors’ fees, the profit and loss account shall “show, arranged under 
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the most convenient heads, the amount of gross income, dis- 
tinguishing the several sources from which it has been derived, 
and the amount of gross expenditure, distinguishing the expenses 
of the establishment, salaries and other like matters. Every item 
of expenditure fairly chargeable against the year’s income shall 
be brought into account, so that a just balance of profit and loss 
may be laid before the meeting, and, in cases where any item of 
expenditure which may in fairness be distributed over several years 
has been incurred in any one year, the amount of such item shall be 
stated, with the addition of the reasons why only a portion of such 
expenditure is charged against the income of the year.” A similar 
provision has appeared in the model articles of association under 
the Indian Act for many years, and its transfer now to the body of 
the Act (thus making it binding on all companies) is significant of 
the tendency more strictly to govern company accounts. 

The South African Commission proposes that it should be pro- 
vided that the profit and loss account should distinguish (a) any 
debits or credits which are abnormal, (b) profits and losses on 
trading, (c) profits and losses on share transactions, (d) income 
from investments, (e) dividends derived from or provision for 
losses incurred by subsidiary companies, (f) profits or losses on 
the realisation of non-trading, fixed or other capital assets, (g) 
any sum introduced into the account from reserves created in pre- 
vious years. 

The close correspondence of the South African proposals with 
those of the Victorian Joint Committee is striking, and members 
of that Joint Committee will doubtless feel their conclusions to be 
reinforced by these proposals and the legislative provisions to 
which we have referred. 


The Accountant as a Professional Man 


The accountant is a professional man, no less than the doctor, the 
lawyer and the engineer. His contributions to the public good 
are never-ending. He should build for himself the goodwill of the 
public, based on friendly understanding of the work he does. The 
background which professional accounting has built for itself in a 
quiet manner makes the best kind of a background for public rela- 
tions—a professional job well done; a profession vitally concerned 
with the public welfare; a profession rich in human interest; a 
profession led by interesting personalities. The foundation for the 
work is laid. It only remains for the profession to come from 
behind the curtain and tell the public about itself. In doing so, it 
will serve its own best interests, while it also serves the interests 
of others. 

—Frank A. GALE: Professional Accounting Has a Story to 
Tell: The Certified Public Accountant, April, 1937. 
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Book Reviews 


Flexible Budgeting and Control. By D. J. Garden. MacDonald 
& Evans, London, March, 1937. Demy 8vo. Pp. xii + 244 
Published price, 7/6. 

In the fifteen years that have elapsed since, largely as a direct 
result of the impact of a depression on American industry, attention 
first became concentrated on business budgets as an instrument of 
control, much has been written on the subjects covered by this 
volume. In the words used by Sir Josiah Stamp in a foreword to 
Dr. Garden’s book, “the science of business management has 
evolved a new tool. It can break in your hand, but, with skill, it 
may make industrial history.” 

Yet it must be admitted that to a seeker after solutions to the 
many practical problems that arise in the installation and operation 
of a budget system, much of the published material is disappoint- 
ing, either because it is too abstract and far removed from practical 
issues, or because of an over-enthusiastic advocacy of the budget 
system as a weapon suitable for use by all sorts and conditions of 
businesses. 

No such charges can be laid against Dr. Garden’s treatment of the 
subject. It is, indeed, as Sir Josiah Stamp calls it, a “scholarly 
work,” such as would naturally be expected from the Lecturer in 
Industrial Administration at the University of Manchester, but it 
bears unmistakeable marks of the fact that it is not impossible fora 
scholar to keep both feet firmly planted on solid ground. 

Dr. Garden has not over-estimated the potentialities of budget- 
ing any more than he has underrated its difficulties and limitations, 
and he emphasises throughout the book the danger of permitting a 
business budget to become rigid. 

The book is well documented, and liberally illustrated by speci- 
men forms and examples, and it contains a series of schedules 
showing the accounting entries and comparative statements for a 
system of budgetary control through standard costs with assumed 
data. 

Altogether, the book is one of the most interesting treatises on 
the subject we have seen. Better still, it is one of the most useful. 

A. A. FItzGERALp. 


Company Law and Practice. By Percy C. Spender and Gordon 
Wallace. The Law Book Co. of Australasia Ltd., Sydney, 
April, 1937. Pp. Ixxx + 985 (including an Index of 128 
pages). Price, £3/3/-. 

The needs of all interested in Australian company legislation— 
and what business man, lawyer or accountant is not ?—are being 
very well satisfied. 

The authors of this work, which is intended to be “in a real sense 
a practice book,” have taken the New South Wales Act as their 
basis, but have included a comparative table of English and Aus 
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tralian State Acts, with sections of the Act of 1936, as well as a 
ymmary of the comparative legislation in connection with the 
annotation of each section. 

Although “‘an endeavour has been made to refer only to the out- 
sanding cases upon the matters dealt with in the text,” and “many 
of the older authorities have been deliberately omitted, turning as 
they did upon legislation not in the same words as the existing 
kgislation,” the Table of Cases quoted contains nearly 3,000 cases, 
and provides evidence of the assiduity of the authors. 

It is intended to publish the Rules under the Act in supplement 
form when they have been promulgated. 

The value of the work to accountants and secretaries in par- 
ticular has been greatly contributed to by the inclusion in Appen- 
dices of Notes on Annual Accounts with a specimen Balance- 
sheet, Tables of Offences, Penalties, Documents, Notices and 
Returns to be Filed, Stamp Duties Applicable to Companies, a 
Voluntary Winding Up Table, a model set of Memorandum and 
Articles of Association, and the Statutory Forms and Provisional 
Forms pending the promulgation of the Rules. 

A vital feature of such a work is, of course, the ease of reference. 
In this regard, the indexing has been well and thoroughly done, 
aid the general plan of arrangement of the work is clear and 
concise. 

We have naturally been particularly interested in the discussion 
in Appendix A) of the balance-sheet and profit and loss account. 
The specimen balance-sheet is notably comprehensive, and the 
notes on the various items are illuminating. From the accounting 
standpoint, however, the specimen form is not entirely satisfac- 
tory. The method of stating the capital accounts is the “English” 
method, which is probably not the most usual form in Australia, 
and there are inconsistencies in the order of arrangement of the 
various groups of assets and liabilities. 

The interesting question is raised as to the relationship between 
the balance-sheet and the profit and loss account, and the view is 
pressed that the profit and loss account is “not one of the docu- 
ments which must be annexed or attached to the balance-sheet,” 
and that, therefore, it need not be circulated to the persons entitled 
receive a copy of the balance-sheet. Readers in South Australia, 
Victoria and Tasmania should note the important difference in 
his respect between the N.S.W. provisions and the provisions of 
the Acts in the other States mentioned. In Victoria, for example, 
vs. 115 (3), it is specifically provided that “the balance-sheet 
wall include a statement of profit and loss,” and a footnote to the 
gecimen forms in the Third Schedule reads, “a statement of profit 
ind loss shall be annexed to and form part of the balance-sheet.” 
‘compare Tasmanian Act, s. 116, and South Australian Act, s. 143. 

As to the auditor’s responsibility in regard to the profit and loss 
«count, the authors say: 

“It is provided by s. 115 that the auditors shall make a report 
on ‘the accounts examined by them.’ This may or may not in- 
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clude the profit and loss account. But they are only required to 

certify to the balance-sheet, so that, if the amount carried from 

the profit and loss account to the balance-sheet is correctly stated, 

and is a figure not fraudulently reached, an auditor will be justi. 

fied in giving a clean certificate.” 
In our view, it is unfortunate that the term certificate should have 
come into common use as a synonym for the report which the 
auditor is required to make, and the desirability of distinguishing 
between a certificate and a report is further increased by the fact 
that auditors are now required to certify to certain matters (such 
as the certificate as to unclaimed monies). It is important that 
such certificates should not be confused with the report required 
of the auditor by s. 115 of the N.S.W. Act, and comparable sec- 
tions of the other State Acts. 

Moreover, it is interesting to compare with the authors’ views 
on this question, the following extract from an opinion obtained 
in 1931 by the Council of the Institute of Chartered Accountants: 

“We have been asked whether the duties and responsibilities 
of an auditor extend to the profit and loss account, though it is 
not specifically reported upon to the members of a company. In 
our opinion, having regard to the fact that the balance-sheet 
contains as one of its items the balance brought in from the profit 
and loss account, they cannot dissociate themselves from all 
responsibility for the correctness of that account and there may 
be cases in which it would be incumbent upon them to draw the 
attention of the shareholders to any feature of that account which 
in their view involved anything of an improper or misleading 
character.” 

These, however, are questions of advanced accounting theory. 
We mention them, not in any spirit of criticism, but as interesting 
points raised in our minds by a perusal of the text, in no way 
reflecting on the undoubtedly great value of the volume reviewed. 
Many accountants and secretaries will be grateful to the authors 
and publishers for the help which this book will give them. 

A. A. FITZGERALD. 


The Income Tax Laws of Australia. Reconciled and Annotated 
by A. J. Baldwin and J. A. L. Gunn; General Consultant 
Editor: J. B. Tait; Editors for Queensland: J. S. McInnes 
South Australia: S. Powell. Western Australia: C. A. Hendry 
Butterworth & Co. (Australia) Ltd., Sydney, May, 1937. Pp 
xlvii + 1,386. Price, £3/10/-. 

This work has been keenly awaited ever since the first announct- 
ment was made of its pending publication. The ability and exper: 
ence of the authors and editors had aroused expectations that the 
work would prove to be of immense value to taxpayers and thei 
agents throughout Australia. A perusal of the contents indicates 
that those expectations will be fully realised. 
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The work is based on the Commonwealth Act. Each section of 
that Act is given in full and exhaustively annotated by reference 
to more than 600 English and Australian Income Tax Cases. 
Sections of the State Acts (except those of Western Australia, 
which has not yet introduced the “Uniform” Act) are reconciled 
with the comparable sections of the Commonwealth Act, and 
where any section in any State Act is not reconcilable, that section 
is given in full and, where necessary, annotated. 

Comparative Tables of Sections of the Commonwealth and State 
Acts are also included, as well as the Rates Acts of the Common- 
wealth and States other than Western Australia, the State Acts 
dealing with unemployment relief or similar taxes (with annota- 
tions), and the Commonwealth Regulations. 

The work is to be kept up to date by a regular service, to be 
known as The Australian Income Tax Reports. Subscription rates 
for this service will be £2/2/- for an annual subscription begin- 
ning from July 1, 1937, or £1/11/6 a year for a five-year sub- 
scription beginning on that date. Loose-leaf binders are supplied 
to subscribers, one of which will be indexed numerically to corre- 
spond with the paragraph key numbers of the main volume, and 
will contain notes of variations or modifications to the main volume 
which from time to time become necessary through new legisla- 
tion, regulations or decisions of the Courts. The other will be 
used for filing reports of all Australian tax cases from January 1, 
1937. 

The service will also provide, as they become available, the recon- 
ciliation of the Western Australian Act when passed with the 
Commonwealth Act and the State Regulations when promulgated. 

The indexing of the work, covering 166 pages, has been done 
with care, and the general format of the work compels our admira- 
tion. An unusual and welcome feature is the illustration of 
numerous sections by worked examples. No clearer method could 
have been devised of explaining the often tortuous language and 
complex provisions of the Acts. 

A. A. FITZGERALD. 


Science of Management 


By J. W. H. JACKSON, A.F.1.A., A.C.A.A., F.C 


The evolution of industry, which commenced in all seriousness 
with the period known as the Industrial Revolution, is responsible 
for many changes in our political, social and economic affairs. Of 
these changes, the most revolutionary is that which affects our 
socio-industrial relations. 

In the early eighteenth century, the relationship of employer 
and employee was one of a domestic nature. The master craftsman 
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worked side by side with his apprentices, was responsible jor their 
training and religious education, and even supervised their living 
conditions. He owned, managed and controlled the entire business 

The spinning jenny, operated at the domestic fireside, was byt 
the humble beginning of our mammoth textile industries. Explai- 
tation of coal and iron resources followed as a natural consequence, 
In time, the picturesque waterwheel was superseded by steam 
power, to be followed again by the more recent wonder of our age, 
“electricity.” —The Machine Age becomes the Power Age. 

This hectic period of invention and technical development was 
indelibly recorded by the diametrical change in our social and 
industrial organisation. Mechanisation of industry decreed that, in 
place of domestic labour and home industry, there must be factory 
labour; instead of producing goods by independent effort, ind- 
viduals thenceforth would be required to assemble in groups, and 
produce goods by collective effort. Furthermore, instead oj 
operatives working with, and in many cases living with, their 
employer, thenceforth they would be subject only to his supervision 
and co-ordination of their efforts. Personal contact vanished. 
The factory system rapidly developed, and mechanisation, rational- 
isation, and automatisation grew apace. 

Soon, greater integration and concentration of production 
demanded larger accumulation of capital. 

One-man businesses became private companies. Private com- 
panies in their turn were superseded by limited companies. 

In the desire for such things as security of supplies, economic 
administration, production control, price regulation, financial sta- 
bility, etc., these limited companies in turn become engulfed by 
the wave of monopolies, trusts and cartels of the twentieth century. 

Gradually the owner or proprietor becomes further removed 
from the centre of operations, and the human elements comprised 
therein. In modern industry, there is, on one hand, a group oi 
shareholders who provide the capital and are interested in the 
industrial organisation only in so far as they obtain a satisfactory 
return on their investment. On the other hand, there is a larger 
group of operatives daily segregated from their homes, engaged 
in devoting their supervised, co-ordinated and co-operative efforts 
in return for a sum of money called wages. These operatives 
invariably possess little knowledge of, contact with, or interest in 
the owners of the enterprise. Between these two groups, there 
exists a gap. This removal of owners of industry from direct con- 
tact with their operatives has involved utilisation of another group 
of people who apply the policy specified by the Board of Directors, 
on behalf of shareholders, and who undertake the supervision 
management and organisation of all activities and functions of the 
enterprise. These people (designated “The Management”) are, 
in reality, deputies of the owners. They bridge the gap. Obviously, 
in an age of specialisation, intense competition and economic cris¢s, 
a modern industrial establishment depends considerably upon the 
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suitability, ability and qualifications of its managerial staff, in the 
performance of this important function. 

Just as Industrial Evolution has developed the Function of 
Management, so the function of management has evolved a Science 
of Management. 

*The Science of Management is a comprehensive code of demon- 
strable and formally enunciated laws, for so directing the energies 
of men as to secure the most economic production of utilities. 
This comprehensive code embraces four fundamental steps or 
processes, namely : 

1. Planning of plant. 
2. Building of plant. 
3. Operation of plant. 
4. Distribution of the products of plant. 


(Division of labour, another effect of the aforementioned evolu- 
tion, predetermines a tendency to desocialise activities by the above 
processes. ) 

Although mainly concerned in this thesis with the process of 
plant operation, one could nevertheless apply a code of laws capable 
of universal adaptation. 

However, from the viewpoint of plant operation, the most impor- 
tant Laws of Management are as follow: 


1. Law of Subdivision of Duties. 
Law of Educational Supervision. 
Law of Co-ordination. 
Law of Standard Performance. 
Law of Proportionate Reward. 
Law of Prompt Reward. 
Law of Competition. 
Law of Managerial Dignity. 
9. Law of Separation of Planning from Performance. 
10. Law of Regular Unit Cost Reports. 
The Law of Subdivision of Duties entails such organisation oi 
work, that each man has a minimum variety of duties to perform. 
This is a step in the direction of repetitive operation, specialisa- 
tion and standardisation. These three elements necessarily intensify 
production, and increase speed and accuracy of performance. The 
ultimate result is cheaper labour costs. In some cases, functional- 
sation is introduced as a modification of the military or depart- 
mental type of organisation. Functional foremen are a common 
feature of some large American industries. Apart from any other 
consideration, allocation of defined responsibility minimises the 
possibility of neglected orders, acrimonious misunderstanding, etc. 
At the same time it secures uniform supervisory control. 
In any event, giving a man a job at which he excels arouses pride 
of achievement and is reflected in ease of performance. This is a 
psychological factor worthy of recognition. 


‘Gillette and Dana: Construction Cost-keeping. 
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The Law of Educational Supervision includes uniformity of 
procedure, provision of written rules and regulations, and educa. 
tional guidance. 

Slipshod workshop methods of the past are not permissible. 
Leaders, not bullies, are the successful executives of to-day. Verbal 
orders are inefficient. 

There should be a set routine of work, simplified and easily 
comprehensible, from which any employee (except under excep- 
tional circumstances and always according to instructions) shal] 
not be allowed to depart. 

All orders, rules or regulations, should be in printed or typed 
form, illustrated by diagrams or graphs, where necessary. Depart- 
mental bulletins are essential. 

Vocational selection, guidance and training should be matters 
of special attention, demanding specified periods of time set apart 
from routine duties. 

The Law of Co-ordination is merely planning or scheduling oj 
work, so that each unit or group of men will co-ordinate their 
efforts with those of other units or groups. This cannot be achieved 
without : 

Organisation of units or groups into suitable size. 

Prompt and regular supplies of standard materials of good 
quality. 

Predetermined schedule of production. 

Prompt and adequate repairs to tools and equipment. 

Freedom from breakdown. 


Disorganised output, high cost of production, waste of time and 
material, desultory effort, etc., are often the direct result of inatten- 
tion to the above requirements. 

Production at 100% of plant capacity should be the objective 
of every industrial manager ; but this desirable ambition can never 
be realised without co-ordination, correlation and co-operation. 

The Law of Standard Performance introduces the subject of 
Time or Motion Study. 

Motion study is analysis and observation scientifically applied 
for the purpose of eliminating unnecessary movement, and improv- 
ing ease and speed of essential movement. Waste movement means 
unnecessary fatigue, and loss of time. Sometimes technical instru- 
ments are used, but in most cases, stop-watches suffice. 

The main points of consideration for this purpose are: 


Frequency of performance. 

Length of reach required by the operative. 
Arrangement and location of tools or material. 
Speed, direction and rhythm of movement. 


Motion study having been completed, it is then possible to assess 
the minimum time allowable for each essential motion. 

Hence, in the performance of any process, the minimum time 
observed becomes the standard of performance considered to be 
attainable under sufficient incentive. 
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Example: Minimum time .. .. .. .. 20 seconds 
Maximum time .. .. .. .. 100 seconds 
Average time .. .. .. .. .. 60 seconds 
wemmaned Gime .. «. «cs os 15 seconds 
Standard time divided by average time gives average efficiency: 
100 . i 
- x T= 25% average efficiency. 


The Law of Proportionate Reward is another way of stating the 
fundamental law of economic production, that increased effort, 
ability or performance should be recognised by increased financial 
reward. Thus the operative maintains some interest in his work. 

Various methods of reward have been formulated, the most 
important being as follows: 

Fixed wage rates with margins for skill or special ability. 

Piece work and piece rate systems (provided they are not 
abused). 

Bonus systems. Similar to piece rates systems, but with 
guarantee of a minimum wage. 

The bonus is paid on the units of output in excess of a stipu- 
lated minimum. 

Differential piece rate system, devised by Frederick W. Taylor 
(the founder of Scientific Management), is based on payment at 
apiece rate up to a certain output, with higher rates for increased 
output. 

Differential bonus, similar to bonus system above, but with 
increasing rates with increasing performance. 

Task work with a bonus, introduced by Gantt (a disciple of 
Taylor), guarantees regular wages with the addition of a bonus 
for accomplishing a standard task. The bonus is usually one-third 
of regular rate. 

The Halsey premium plan is one by which the workman receives 
a bonus for achieving a predetermined or estimated schedule of 
performance. In this case the men are left to their own resources 
and initiative in arranging manner and method of executing their 
required schedule. 

There are other schemes of increasing reward with increasing 
performance, both English and American, but they are merely 
modifications of the principles already outlined. 

Law of Prompt Reward demands a frequent statement of results, 
followed by prompt recognition. To be most effective, the financial 
reward must follow soon after achievement of the objective. Profit 
sharing fails satisfactorily to meet this requirement, because of the 
lapse of time necessary in waiting for a periodical statement of 
estimated profits. 

Law of Competition or mutual rivalry is a healthy means of 
setting the efforts of one team, or unit of workmen, against those 
of other teams or units. With the application of increasing and 
prompt rewards, and publication of group results in the form of 
periodical score bulletins, competitive interest is aroused. 
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This principle may be applied to departments, factories, or even 
districts. 

The application of this law is a decisive factor in achieving 
fulfilment of the five year plans of construction and production ji 
Soviet Russia. 

Law of Managerial Dignity provides for the establishment of 
a certain reserve on the part of senior officers, and a definite 
sequence of responsibility from subordinates to higher authority, 
Just as, in any army, discipline is maintained by gradation of com- 
mand, so, in an industrial organisation, managerial control js 
exercised by definite routing of orders, step by step, from one 
official to another. The behaviour of the executives should be of 
such a nature as to command at all times full respect of subor- 
dinates. Executive officers should be able to command obedience 
by inspiration and genuine leadership, not by ostentatious display 
of authority. A good manager is compassionate but firm, capable 
of inflicting reprimand without vindictiveness, sound in judgment, 
free of favouritism, and above all, should possess a well-developed 
sense of discretion. 

While maintaining a certain aloofness, higher executives, with 
advantage and wisdom, can at times mingle with their employees. 

Social functions often provide an opportunity of revealing to 
the workmen that their manager is, after all, capable of human 
understanding. 

To deal with this subject fully, a treatise on Psychology of 
Management would be necessary. However, this will suffice 

Law of Planning separated from performance is obvious. In 
large-scale industry, planning and scheduling of production is in 
the hands of a highly-specialised planning department. This depart- 
ment sometimes deals with inventions, improvements, cost analysis, 
scientific research, systematic experimentation and investigation, 
etc. 

Thus the foremen are relieved of the necessity of arranging any 
preliminaries, and are able to devote their time to supervision or 
other functional duties. 

Law of Regular Unit Cost Reports. There are at least five kinds 
of unit costs, as follow: 

Time units, representing costs per period of time. 
Sales units, being those used with selling prices. 
Work units, representing weight or force, combined with 
distance through which it moves. 
Dimension units, used for area, length or volume. 
Formula units, being a composite cost unit combining two or 
more simple cost units. 
To apply the law of regular unit cost reports, therefore, a choice 
must be made of the most suitable common unit, which will permit 
comparison even under changing conditions. These reports, to be 
of any use to a modern industrial manager, must be reliable, prompt 
and regular. 
Weekly and sometimes daily unit reports, in suitably compre 
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hensive form, are essential. Many costing reports are merely com- 
silations of statistical history which, though laboriously prepared, 
are of no use to the Production manager. 

In conclusion, attention is directed to the increasing use of 
science in modern industry. Apart from such innovations as indus- 
trial democracy, welfare movements, psychological and sociological 
experiments, etc., there is an undeniably rapid application of science 
to the problems of industrial and commercial activity. It is quite 
logical that in a world of huge competitive national and international 
industrial and commercial combination (such as is existing in 
British Empire, U.S.A., France, Germany and Soviet Russia), 
science, and even art, become commercialised, industrialised, and 
also militarised. Not only is it logical; it is obvious. Let us hope 
that with the passing of time, these milestones of progress will prove 
to be a source of guidance along the road of humanitarianism, to 
the ultimate destination of economic security, world peace and 
universal prosperity. 


Taxation Section 
Edited by J. A. L. GuNnN, F.1.c.a. 


COMMERCIAL TRAVELLERS VISITING NEW 
ZEALAND 
From the “ Accountants’ Journal,’ New Zealand, March 20, 1937 


A correspondent wishes to know the law relating to Income Tax 
and the practice followed by the Department in respect of travellers 
from overseas firms visiting New Zealand to solicit business. 

The law relating to the matter is contained in Section 103 of 
the Land and Income Tax Act 1923, which reads as follows: 

“When any person in New Zealand, on behalf of a principal resident or 
carrying on business out of New Zealand, is instrumental in procuring the 
purchase from that principal of goods or merchandise which are in New 
Zealand or are to be imported into New Zealand in pursuance or in conse- 
uence of such purchase, whether the contract of purchase is made in New 
Zealand or elsewhere, the principal shall in respect of the sale by him of 
such goods or merchandise be deemed to be carrying on business in New 
Zealand through the agency of that person, and the income derived from 
such business shall be deemed to be derived from New Zealand, and shall 
le assessable for income tax accordingly, and the agent shall make returns 
ad pay tax accordingly.” (See also Sections 108, 109 and 110.) 

A deposit is collected by the Commissioner or a Collector of 
Customs on the traveller’s arrival in the Dominion. If the traveller 
sunable to furnish a complete return at the end of his visit, the 
deposit will be held until such time as a full return can be furnished 
tothe Department. In the case of travellers who periodically visit 
New Zealand, the return may be held over until the following trip, 
otmay be forwarded to the Department by post, when an adjust- 
nent will be made, either by refund if the deposit exceeds the tax 
tayable, or by a claim for the balance of tax if the deposit is insuffi- 
cent. 





314 THE AUSTRALIAN ACCOUNTANT JUNE 


The deposit will be paid at the port of arrival, even if the 
traveller has been and is still unable to furnish a return for the 
previous visit, and although a deposit may be standing to his credit, 

Returns should include the total business resulting from the 
visit, and not only the orders taken personally. 

The assessment for income tax will be made in accordance with 
the provisions of Section 108 (2) of the Land and Income Tax 
Act 1923, on the basis of profit fixed by the Commissioner. 

Should the representative have any difficulty in making the 
return, or be in doubt as to any other point, he should call at the 
Income Tax Office, Wellington, or at the Income Tax Inspector's 
Office at Auckland, Christchurch, or Dunedin, or, if more con- 
venient, communicate by letter. 

In cases where the principals have given the Department written 
assurances that annual returns will be furnished, a deposit need 
not be paid by the representative at the port of entry. 

Any non-resident agent or non-resident trader refusing to pay 
a deposit when required so to do renders himself liable to a penalty 
up to £100. 

It is not lawful for any non-resident agent to act as agent, or for 
any non-resident trader to carry on business, unless he is the 
holder of a warrant from the Commissioner or a Collector of 
Customs enabling him to do so. 

The warrant will, without fee, be issued either by the Com- 
missioner or any Collector of Customs on application. It will 


continue in force for a period of two months from date of issue. 

Any such agent or trader carrying on business within the 
Dominion without the aforesaid warrant renders himself liable to 
a penalty up to £100. 


SUM RECEIVED IN CONSIDERATION OF ACCEPT- 
ANCE OF SURRENDER OF AGREEMENT GRANTING 
LICENCE FOR USE OF RACING TRACK 

In July, 1927, the appellant company acquired the lease of a 
racing track for 14 years expiring in 1941. From June, 1928, a 
receiver for debenture holders carried on the business as agent of 
the company. 

In March, 1932, the appellant company granted to another 
company a licence to use the track from May 1, 1932, to April 29, 
1941, in consideration of a percentage of the gross takings, with 
certain minimum weekly payments. The licensee company went 
into voluntary liquidation in March, 1934, and after negotiations 
the receiver, on behalf of the appellant company, agreed to a 
surrender of the hiring agreement if a new company to be formed 
would take over the track at a rent to be agreed and provided that 
a sum was paid equal to the difference, on an actuarial basis, 
between the old and the new rents. The sum so paid was included 
in the appellant company’s accounts for the year ending March 31, 
1934, as a revenue receipt. 
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On appeal against an assessment under Schedule D of the 
English Act on the appellant company for the year 1934-35, it was 
contended on behalf of the company that the sum so paid was a 

yment of a capital nature in respect of the diminished value of 
the goodwill of the company for the period from 1934 to 1941. 
Held, by the English High Court, that the sum was a trading 
receipt in respect of which the company was assessable to income 
tax; Greyhound Racing Association (Liverpool) Ltd. v. Cooper 
(1936) 20 Tax Cas. 373. 


SALE OF PATENTS BY LIQUIDATOR OF COMPANY 
FORMED TO ACQUIRE PATENTS 

Ina recent English taxation case, Wilson Box (Foreign Rights) 
Ltd. (in liq.) v. Brice, the appellant company, by its objects, was 
empowered, inter alia, to turn to account all or any inventions or 
patent rights belonging to it. It purchased for £2,500 certain 
foreign rights, the value of which exceeded £50,000. The share- 
holders in the appellant company entered into an agreement with 
certain purchasers to sell them the 2,500 £1 shares of the appellant 
company at the price of £20 per share. The purchasers paid 
£13,500 under this agreement, but refused to complete. The 
vendors commenced proceedings which were compromised on the 
terms, inter alia, that the appellant company should be put into 
liquidation and that the liquidator should sell certain of the foreign 
tights to the purchasers for £20,000. It was agreed that the 
£13,500 should be accepted as part of the purchase money, and 
the balance, £6,500, was paid to the vendors. The appellant 
company was assessed to tax on the sum of £20,000. It was con- 
tended on behalf of the appellant company that it did not carry on 
any trade of dealing in patent rights; alternatively, that the sum 
of £6,500 only fell to be treated as a trading receipt. The Court 
of Appeal, on November 23, 1936, confirmed the decision of 
Lawrence J. that there was no evidence on which the Commis- 
sioners were entitled to hold that the sale of assets by the liquidator 
involved the carrying on by the liquidator of the appellant com- 
pany’s trade. 

The position is otherwise under the Commonwealth and State 
Acts, where, in order to escape tax on the profit on sale of property, 
itmust be established not only that the taxpayer was not carrying 
ma trade, but that the property was not “acquired by him for 
the purpose of profit-making by sale” (s. 26 (a) ), which, of course, 
applies with equal force to a single transaction. If the company 
were liable to tax on the profit on sale of patent rights, liability 
would also attach to any profit on a sale by the liquidator. Section 
24 provides that a trustee shall be answerable as taxpayer for 
the doing of all such things as are required to be done by virtue 
ofthe Act in respect of the income derived by him in his repre- 
‘entative capacity or derived by the principal by virtue of his 
gency, and for the payment of tax thereon. He shall, in respect 
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of that income, make the returns and be assessed thereon. “Trustee” 
includes liquidator, s. 6. 


PARTNERSHIP DEALING IN LAND--SALES AFTER 
DEATH OF PARTNER 


A firm consisting of three partners carried on the trade of deal- 
ing in land. The land was developed, and houses were erected 
thereon, by a limited company in which the partners held shares, 
On the sale of a house a part of the purchase money was received 
by the firm in respect of the value of the land. One of the partners 
died on July 5, 1930, and his executors required the other partners 
to realise the land remaining unsold. By arrangement the company 
completed the houses which were in course of erection and sold 
them. The remainder of the land, on which houses were not built, 
was sold in blocks between July, 1930, and October, 1933. Another 
partner had died on December 12, 1932. Assessments in respect 
of the profits of dealing in land were made on the firm under the 
English Act. On appeal, the General Commissioners found as a 
fact that the firm’s trading continued until the sale of the last block 
of land. Held, by the English High Court, that there was no 
evidence on which the Commissioners could find that a trade was 
carried on by the executors of the deceased partners; Marshall's 
Executors, Hood’s Executors and Rogers v. Joly (1936) 20 Tax 
Cas. 256. 

It is submitted that the position would be otherwise under the 
Australian Acts, and that the surviving partners and the estates or 
beneficiaries of the deceased partners would be liable to income 
tax under s. 26 (a) of the Commonwealth Act, and the corre- 
sponding provisions of the State Acts, on the profit arising from 
the sale of the land whenever sold, and that the death of one or 
more of the partners would not affect the position. 


EXEMPTION FROM “TAXES” OF TOLLS RECEIVED 
BY LOCAL DRAINAGE COMMISSIONERS—WHETHER 
APPLICABLE TO NATIONAL TAXATION 


Under an English public Act of 1767, Commissioners were 
empowered to make and keep the River Ancholme in Lincolnshire 
navigable, to make and improve the towing path, and to drain the 
lands around. The Act provided that tolls collected should at all 
times be exempted from “payment of any Taxes, Rates, Assess- 
ments or Impositions whatsoever; any Law or Statute to the 
contrary notwithstanding.” The Special Commissioners decided 
that the exemption of taxes must be restricted to exemption from 
local taxation. Held, by the English High Court, that the general 
words used could not be limited to apply only to local taxation, 
and that the exemption applied to Income Tax ; Ancholme Drainage 
Commissioners v. Weldhen (1936) 20 Tax Cas. 241. 
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INCOME FROM SHOWS HELD BY FOXHOUND 
SOCIETY 

Section 23 of the English Finance Act, 1924, exempts from 
income tax any profits or gains arising to an agricultural society 
fom an exhibition or show held for the purposes of the society, 
provided such gains or profits are applied solely to the society's 
purposes. The expression “agricultural society” is defined as “any 
society or institution established for the purpose of promoting the 
interests of agriculture, horticulture, live-stock breeding or forestry. 
In Peterborough Royal Foxhound Show Society v. I.R. Comrs. 
(1936) 20 Tax Cas. 249, the English High Court held that the 
society was established for the purpose of promoting the interests 
of live-stock breeding within the meaning of the above-mentioned 
section, and was accordingly entitled to exemption from income 
tax in respect of the profits of its show. 

Under s. 14 (1) (j) of the previous Commonwealth Act, the 
income of a society or association established for the purpose of 
promoting the stock-raising resources of Australia was exempt 
from tax. ““Stock-raising” has been omitted from the correspond- 
ing provisions of the present Commonwealth Act, s. 23 (h) ; the 
reason given by the Government was that it was afraid that it 
might be held to give exemption to such bodies as racing clubs. 
As a consequence of this omission, the above decision of the 
English Court is of no avail to local societies whose objects are 
the promotion of hound or dog breeding. 

Section 14 (g) of the Victorian Act exempts, inter alia, the 
income of a club or association established for the purpose of 
promoting, conducting or controlling horse-racing, trotting-racing, 
or pony-racing. I am under the impression that there are no 
proprietary racing associations in Victoria. Confirmation or cor- 
rection of this statement would be appreciated. 


PAYMENTS TO BENEFICIARIES ON ACCOUNT OF 
INCOME OUT OF CAPITAL FUND 


The appellant was entitled to one-fourth share of the income, 
alter payment of an annuity, of a trust fund created by a will. The 
trustees had power at their discretion to make payments on account 
of income to the beneficiaries out of any moneys in their hands, 
whether representing capital or income, but so that such payments 
should be charged against income and any payment made out of 
capital should, so far as practicable and as and when the trustees 
should think proper, be recouped. 

The income of the trust fund having become seriously reduced, 
the trustees, in exercise of their powers, raised a sum of money 
and made payments thereout to the beneficiaries without deduction 
of income tax. No recoupment had been made in respect of any 
of the sums so paid by the trustees. 
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On appeal against assessments to income tax, under the English 
Act, in respect of the payments so made to her by the trustees, the 
appellant contended that they were loans by the trustees out of 
capital, and therefore not subject to income tax in her hands. 

Held, by the House of Lords, that the sums paid to the appellant 
by the trustees under their discretionary powers were income in 
her hands, and were assessable to income tax ; Williamson v. Ough 
(1934-36), 20 Tax Cas. 194. “It is well settled that a payment out 
of corpus may properly be assessable income in the hands of the 
recipient. A familiar instance is the case of an annuity charged on 
the income and corpus of an invested fund; all moneys raised out of 
corpus to provide the amount of the annuity will be assessable 
income,” per Lord Russell of Killowen at p. 211. 

The decision of the Australian High Court in Lady M. Ewing v. 
DFC. of T. (1928), 2 A.L.J. 246, is confirmed by the above deci- 
sion of the House of Lords. 


RENT PAID IN PRODUCE 


Under the lease to a mining company of the coal and other 
minerals on an estate of which the taxpayer was the proprietor, the 
company, in addition to payment of a fixed rent, or of royalties, 
was bound, while coal was being worked, to furnish free to the tax- 
payer all coal (not exceeding 200 tons a year) which he might 
require for the use of his establishment on the estate. Held, by the 
Scottish Court of Session, that the free coal was rent paid in 
money’s worth, and that the taxpayer was assessable to income 
tax in respect of its value; /.R. Comrs. v. Baillie (1926), 20 Tax 
Cas. 187. 

Section 21 of the Commonwealth Act, and the corresponding pro- 
visions of the State Acts, provide that where, upon any transac- 
tion, any consideration is paid or given otherwise than in cash, the 
money value of that consideration shall, for the purpose of the Act, 
be deemed to have been paid or given. The value of the coal 
would therefore be assessable income under the Australian Acts. 


CHARITABLE PURPOSES 


The Scottish Flying Club Ltd. was incorporated as a company 
having no share capital, and limited by guarantee, with the objects, 
inter alia, of promoting generally the pursuit of aviation, provid- 
ing facilities for instructional and sporting flights by its members, 
and establishing, maintaining and conducting a club for the accom- 
modation and convenience of its members. Membership of the 
club, which was open to British subjects over 18 years of age 
(without restrictions as to qualifications or capabilities, but sub- 
ject to election by the committee), carried with it membership 
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of the company. The company leased an aerodrome, at which 
courses of instruction in aviation were given to members, and 
aeroplanes were maintained for their use at fixed charges. The 
whole of the company’s income, including an annual grant from 
the Government, was applied exclusively to the furtherance of its 
objects, and no part was paid by way of profits to its members. In 
May, 1930, the company arranged an aerial pageant (subse- 
quently repeated annually) at the aerodrome, with the aim of fur- 
thering the objects of the company and augmenting its income. 
Charges were made to the public for admission to the grounds of 
the aerodrome, and for short flights, and after payment of the 
expenses there remained a surplus, which was added to the com- 
pany’s funds. The company claimed exemption from income tax 
in respect of the profits of the pageant and certain untaxed interest 
on the ground that it was a body established for charitable purposes 
only. The Special Commissioners refused the claim, holding that 
the company was formed for the promotion of flying by its mem- 
bers, and was primarily a club. Held, by the Scottish Court of 
Session, that the company was not a body established for charitable 
purposes only; Scottish Flying Club Ltd. v. I.R. Comrs. (1935), 
20 Tax Cas. 1. 

The Tayport Town Council held an amount of English 34% 
Conversion Loan Stock purchased with a sum bequeathed to the 
“Provost, Magistrates and Councillors of Tayport for amenity 
purposes in the said Burgh.” The interest on the stock, received 
under deduction of income tax, was applied towards the cost of 
making a recreation ground. On Appeal by the Council against a 
refusal of the Commissioners of Inland Revenue to admit a claim 
under Section 37 of the English Income Tax Act, 1918, to repay- 
ment of the income tax deducted, the Special Commissioners held 
that amenity purposes in the Burgh must be treated as charitable 
purposes, and they allowed the claim accordingly. Held, by the 
Scottish Court of Session, that the Special Commissioners’ deci- 
sion was correct; J.R. Comrs. v. Tayport Town Council (1936), 
20 Tax Cas. 191. 

Section 23 (e) of the Commonwealth Act, and the corresponding 
provisions of the New South Wales, Victorian and South Aus- 
tralian Acts, exempt the income of a religious, scientific, charitable 
or public educational institution. Under S. 13 (5) of the Queens- 
land Act, the incomes of religious, scientific, public charitable or 
public educational institutions are exempt. The word “chari- 
table” in the phrase “charitable institution” bears, except in the 
case of Queensland, its technical legal meaning, as in the Statute 
of Elizabeth, and not its narrower popular meaning, which involves 
the idea of assisting poverty or destitution; Melbourne and Metro- 
politan Board of Works v. Adamson (1929) A.C. 142. 

In Pemsel’s case, 3 Tax Cas. 53, Lord Macnaghten said that 
charity in its legal sense comprised four principal divisions—(1) 
trusts for the relief of poverty; (2) trusts for the advancement of 
education; (3) trusts for the advancement of religion; and (4) 
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trusts for other purposes beneficial to the community not falling 
under any of the other heads. 

The Queensland Act, S. 4, specifically defines a “public chari- 
table institution” as a public hospital or a public benevolent instj- 
tution maintained for the purpose of providing for the relief of 
persons in necessitous circumstances; the term also includes a 
public fund established and maintained for such purpose. 

Section 23 (j) of the Commonwealth Act exempts the income 
of a fund established by will or instrument of trust for public chari- 
table purposes, provided the fund is being applied for the purpose 
for which it was established. 

With regard to the incomes of flying clubs, S. 23 (h) of the 
Commonwealth Act, and the corresponding provisions of the Acts 
of New South Wales, Victoria and Queensland, exempt, inter 
alia, the income of a society or association not carried on for the 
purpose of profit or gain to the individual members thereof, estab- 
lished for the purpose of promoting the development of aviation. 
Section 24 (g) of the South Australian Act exempts the income of 
a society or association not carried on for the purposes of profit or 
gain to the individual members thereof. With the exception, 
therefore, of Tasmania, incomes of flying clubs in Australia are 
exempt from income tax. 


FORFEITURE CLAUSE OF WILL 

The late Mr. Alexander C. Reid directed by his will that the 
income from one-fifth of his residuary trust estate should be divided 
equally between the four children of his brother, of whom Mr. 
H. N. Reid was one, and gave to them also shares of corpus as at 
date of distribution. The will contained a forfeiture clause, which 
declared, inter alia, that if any event should happen during the tes- 
tator’s lifetime, or after his death, whereby any benefit given by 
‘tthe will would, by operation of law, be so disposed of as to prevent 
personal enjoyment by the beneficiary, then such benefit would lapse 
and be used on other trusts. 

Mr. H. N. Reid was in arrears in respect of income tax, and on 
July 11, 1936, the Perpetual Trustee Co. Ltd. received from the 
Commissioner for Taxation three notices under Section 65 of the 
previous Act requiring the company, as one to which money was 
accruing due to Mr. Reid, to pay therefrom income taxes amount- 
ing to £57/18/7. On August 7, 1936, the Commissioner withdrew 
the notices. There was evidence by Mr. Reid that prior to the issue 
of these notices he had arranged with an officer of the department 
to pay the amount owing by instalments, and had been informed 
that if the arrangement was honoured no action would be taken 
against him by the department. There was evidence that at the 
time it received the notices the Trustee Company had received cer- 
tain money on account of Mr. Reid, but had not appropriated this 
to his separate account until July 31. The question for the Court 
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was whether “‘an event had happened whereby by operation of law” 
Mr. Reid was prevented from enjoyment of some part of the 
income to which he was entitled under the will, thus causing for- 
feiture. 

In the course of judgment, Long Innes J. said that, as far as he 
could gather, the reason for the Commissioner withdrawing the 
notices was that representations had been made to him that Mr. 
Reid had attended at his office, and had there interviewed the 
oficer who was in control of that part of the business relating to 
payment of taxes by instalments. In the absence of evidence to 
the contrary, he assumed that the duty of making arrangements of 
this character had been delegated to some officer, and that Mr. Reid 
made arrangements to pay in that way. If the arrangement was 
made by a person having authority it was obvious that no tax would 
in fact be due until the date of the first instalment agreed upon. 
Probably on account of an error made by the officer who made the 
arrangement with Mr. Reid, proper notification was not given to 
the rest of the office, and the notices were sent out in ignorance of 
the fact that there was to be payment by instalments. Though the 
notices were thus sent out by inadvertence, had they the effect of 
causing forfeiture? They certainly had the effect of preventing 
the Trustee Company from not paying the income which was accru- 
ing due until after they had been withdrawn. In these circum- 
stances, Should he hold that by “operation of law’ Mr. Reid had 
been “prevented from enjoyment” of some part of the income to 
which he was entitled under the will? There was a provision in the 
income tax legislation which entitled the Income Tax Commissioner 
and his officers not to give information. His Honour did not think 
that the section covered this case, but whether it did or not, it 
appeared that when application was made to the Commissioner for 
information which might be of assistance to the Court, no informa- 
tion was vouchsafed. That being so, there seemed to be evidence 
that the arrangement had been made by a person who was per- 
forming this part of the Commissioner’s functions. Any jury 
would be entitled to draw the inference that it was made within the 
scope of the officer’s authority. His Honour said that he himself 
drew that inference of fact, and from this it followed that the 
notices sent to the trustee were not proper notices—that there was 
no tax “due’”’ when the notices were sent out. 

For these reasons, His Honour found that Mr. Reid’s interests 
under the will in respect of income and corpus had not been 
affected, and directed the Trustee Company accordingly. Per- 
petual Trustee Co. (Ltd.) v. Reid, New South Wales Supreme 
Court (in Equity), May 7, 1937. 
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The Question Box 


ALIMONY 
Question: 

A.D. (Brisbane) asks: 

“A client, who is in receipt of alimony from her former husband, 
proposes to live in England. To what extent, if any, is she liable 
to English income tax on her Australian income, which will con- 
sist solely of amounts received from her former husband ?” 


Answer: 

In J.R. Comrs. v. Mrs. V. Anderstrom (1928), S.C. 224; 18 
Tax Cas. 482, the taxpayer, resident in England, was assessed 
in respect of alimony paid by her former husband under a decree 
of divorce pronounced by a Swedish Court. The parties were resi- 
dent in Sweden at the time of the divorce, and the husband, a 
Swedish subject, was still resident in Sweden. It was held that 
the alimony was income from a foreign possession, and assessable 
under Case V of Schedule D. Income from foreign and dominion 
possessions is chargeable to English income tax under Case V on 
the amount remitted to England (whether in cash, in kind, by 
set-off or otherwise), and not on the income arising. The client 
is, therefore, assessable only to the extent of the amount of alimony 
actually remitted to her in England. This may be of importance 


if she has commitments to meet in Australia. 


INCOME OF TRUST ESTATE 
Question: 

F.B. (Sydney) asks: 

“A trust estate is possessed of certain vacant lands. Rates paid 
in respect of the vacant lands are not allowable as a deduction for 
purposes of State income tax. The life tenant is assessed on the 
full amount of the taxable income, although she is only entitled to 
receive the balance of the trust income after deducting the amount 
of the rates. Is the Commissioner’s action in assessing the bene- 
ficiary authorised by the Act?” 


Answer: 

As previously stated in these columns, I am of opinion that the 
life tenant is not assessable in respect of the amount of the rates. 
I am aware that the Board of Review in 6 C.T.B.R. Cas. 21 has 
decided to the contrary. The Board stated that support for its 
decision was to be found in the remarks of Dixon J. in Executor 
Trustee & Agency Co. of S.A. Ltd. v. F.C. of T. (1932) 48 CLR 
26, viz. : 

“The object of Sub-Section (1) is plainly to define the 
liability of the beneficiary in order to ensure that, whether tt 
reaches his hands or not, all income to which a person 3s 





band, 
liable 


con- 


+; 18 
essed 
lecree 
» resi- 
nd, a 
1 that 
ssable 
linion 
V on 
d, by 
client 
mony 
rtance 


at the 

rates. 
21 has 
for its 
ecutor 


>.LR. 


re the 
ther it 
son 1S 


1937 THE AUSTRALIAN ACCOUNTANT 323 


presently entitled shall be included in his assessment so that it 
may not escape aggregation.” 

It is submitted, however, that the Board can find no authority 
for its decision in the above judgment, as in this case the bene- 
fciary is not “presently entitled” to the income used to pay the 
rates. 

If the Board’s decision is correct, the matter can easily be carried 
to absurdity, e.g. : 

ES Pee ee er ee 
Interest on money borrowed by testator to 
acquire vacant land... .. .. ........ 1900 


Available for life tenant .. .. .. ...... £100 


The tax on £2,000 would, of course, greatly exceed the income 
derived by the life tenant from the estate! 


DEVOLUTION ON DEATH 
Question: 


H.P.R. (S.A.) asks: 

“With reference to your article in The Australian Accountant 

of April, will you kindly elucidate the following points: 

“(1) Paragraph 5: 

“Where market value is in excess of cost price, it is to 
the advantage of the beneficiaries to bring in the closing 
stock of the deceased at market price.’ 

Would you kindly give a concrete example of the advan- 
tage to be derived taking into account estates having 
firstly a life tenant and secondly no life tenant? 

“(2) Can beneficiaries who have not given requisite notice bring 
in stock at cost price for closing values in their own 
returns, having brought same in at market price for 
opening values? 

“(3) Would cost price apply to wool, almonds and similar 
products, and, if so, how would same be ascertained ?” 


Answer: 

(1) Income derived by the testator during the period com- 
mencing on the first day of the year of income in which 
he died, and ending on the date of his death, is not sub- 
ject to Commonwealth income tax if his estate is liable 
to Federal estate duty—S. 221. Where market price at 
date of death exceeds cost price, the effect of valuing 
stock at market price is to increase the income of the 
period up to date of death, and to give the estate a higher 
opening debit. The increase in the income to date of 
death is immaterial for Commonwealth purposes if the 
estate is subject to Federal estate duty, but the higher 
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opening debit may be of distinct adv antage to the estate, 
as it depresses the amount of taxable income, and, as q 
consequence, the tax payable thereon is lowered. It jg 
regretted that time and space will not permit the furnish. 
ing of concrete examples. Each case should be carefully 
investigated, having in mind that there is no provision 
in the State Acts corresponding to S. 221 of the Com- 
monwealth Act. 

Yes. The trustee of the deceased estate may elect to 
value the stock on hand at the end of the first year of 
income of the trust, and at the end of subsequent years at 
cost price, notwithstanding that the estate opened with 
market values under S. 37. 

Section 37 applies to all trading stock (which includes 
live stock), standing or growing crops, or crop stools. 


The Taxation of Companies in Queensland 
By Joun S. McINNEs, F.I.C.A. 
I 


1. In accordance with the recommendation of the Royal Commis- 
sion on Taxation, the Acts relating to the income tax in Queensland 
have, for the first time in the history of the State, been divided 
into two parts— 

(1) The Income Tax Assessment Act of 1936 (hereinafter 
referred to as the Assessment Act), containing 72 sections, 
and 2 schedules of repealed Acts, and 

(2) The Income Tax Act of 1936 (hereinafter referred to as 
the Taxing Act), containing 11 sections and 10 schedules of 
rates. 

The Taxing Act deals only with the rates of income tax payable 
by all classes of taxpayers in Queensland. The Assessment Act 
covers all matters relating to the imposition, assessment, and 
collection of the tax. 

2. The Acts first apply to income earned during the income year, 
July 1, 1935, to June 30, 1936, or other accounting period of twelve 
months adopted in lieu thereof. 

3. The basic principle of the Queensland Income Tax Acts in 
regard to companies is to levy tax on their incomes at graduated 
rates vary ing with the percentage which their “‘profits’ ’ bear to their 

“capital” invested in assets which were used during the year of 

income in the production of assessable income (s. 34 (1) and 
(6)), and the great majority of companies trading in pA Foo 
are taxed on this basis. é 

4. Special rates of tax are prescribed for banking companies 
(s. 36) ; life assurance companies (ss. 37 and 39) ; fire and other 
insurance companies, but only when assessed on 25% of their pre- 
miums (s. 38) ; oversea shipping companies (s. 43) ; and film com- 
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panies controlled abroad (s. 44) ; the special rates of tax prescribed 
being set out in para. (c) of the Sixth Schedule to the Taxing Act. 


5. The same schedule also provides a special rate of tax for 
mining companies in respect of certain of their profits—and see s. 
41 of the Assessment Act, which contains special provisions relat- 
ing to an allowance for the depreciation, etc., of the capital assets 
of mining companies. The taxation of co-operative companies is 
dealt with in s. 40 of the Assessment Act. Reference should also 
be made to s. 46 (9) (b), which contains provisions relating to the 
assessment of the taxable income of a business carried on in 
Queensland, where the Commissioner has reason to believe that, 
by reason of certain trading arrangements, the business produces 
less taxable income in Queensland than might be expected to 
arise therefrom. 

6. The rates of tax payable by companies (not being public 
utility or monopoly companies, or companies for which special 
rates of tax—see para. 4—are prescribed) are as follows: If the 
total profits of a company do not exceed 6 per cent. on its capital, 
the rate of tax is the minimum of 1/9 (plus super tax of 20%) on 
each and every £ of the taxable income of the company. The rate 
of tax increases by 3d. in the £ for each additional 1%, i.e., if the 
profits exceed 6%, but do not exceed 7%, the rate of tax is 2/- in 
the £ (plus super tax of 20% ), and so on, until the profits exceed 
19% on the capital, when the maximum rate of 5/3 in the £ (plus 


super tax of 20%) is reached. In the case of public utility and 
monopoly companies, the minimum rate of tax where the profits do 
wot exceed 6% on the capital is 1/9 in the £ (plus super tax of 
20% ), and this rate increases by 6d. for every additional 1% until 
the maximum rate of 7/3 in the £ (plus super tax of 20%) is 
reached, when the total profits exceed 16% on the capital. 


7. “Monopoly company” means any company declared by reso- 
lution of the Legislative Assembly to be a company in possession 
or partial possession of a monopoly within Queensland for the 
production, distribution, transport or exchange of goods or com- 
modities to the detriment of the public interests, or to be associated 
with any trust or combine for the purpose of securing a monopoly 
or partial monopoly in Queensland of the production, distribu- 
tion, transport or exchange of goods or commodities to the detri- 
ment of the public interests. 

“Public utility” includes street tramway services, road traffic 
facilities, the manufacture or supply of coal gas for any purpose, 
and the production or supply of electricity for light, heat or power ; 
the term also includes any undertaking declared by resolution of 
the Legislative Assembly to be a public utility (s. 4). 

8. This method of taxing companies has been very severely, and, 
in our opinion, justly, criticised both in and out of Queensland, for 
itis very inequitable in its incidence. It has, however, one great 
merit in the eyes of State Treasurers—it has resulted in the collec- 
tion of a large amount of tax from companies. For the financial 
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year 1935/36, 1,112 companies had taxable incomes totalling 
£7,523,629, and the total tax levied on these companies amounted 
to £1,409,355, an average rate of 3/8-95 in the £. In the same 
period 37,205 individuals and partnerships were taxed on a total 
taxable income of £10,153,380, and the tax payable thereon 
amounted to £778,237, an average rate of 1/6°395 in the £. 


9. Queensland Company.—By s. 4 of the Assessment Act, 
“Queensland Company” is defined as meaning a company regis- 
tered, or deemed to be registered, under any Act of the State of 
Queensland, the head or principal office of which is in Queensland, 
and the principal business activities of which are carried out in 
Queensland, or of which the head or principal office is out of 
Queensland, and the principal business activities are carried out 
in Queensland; the term also includes a company with business 
activities out of Queensland, and the head or principal office in 
Queensland, and which is declared by the Commissioner to be a 
Queensland company. 


10. Premiums on Shares—Sub-Section 3 of s. 16 is a new 
provision so far as it applies to a company which is not a Queens- 
land company. By that sub-section— 

(a) When any Queensland company, not being a metalliferous 
mining company, issues any of its shares at a premium, all 
such premiums in excess of the paid-up value of shares 
allotted and issued by the company shall for the purposes 
of this Act be assessable income of the company. 

(b) In the application of the foregoing provisions to a com- 
pany which, not being a Queensland company, carries on 
business in Queensland, the amount of the assessable income 
derived in Queensland shall be taken as that amount which 
bears the same proportion to the full amount of the pre- 
miums as the value of the assets in Queensland on the date of 
the issue of the shares bears to the total value of all assets 
of the company on that date. 


11. Premiums on shares issued by Queensland companies have 
been taxed in Queensland for many years, but the provision in 
para. (b) of s. 16 (3) is new. It is a very unsatisfactory specimen 
of draftsmanship, for although para. (a) provides for the taxation 
of premiums on shares issued by a Queensland company only, para. 
(b) commences by providing that “In the application of the fore- 
going provisions to a company which, not being a Queensland con- 
pany, carries on business” in Queensland, the amount of the assess- 
able income derived in Queensland shall be ascertained in the man- 
ner therein set out. 

12. It is obvious that it is intended by para. (b) to provide that 
premiums on shares issued by a company, not being a Queensland 
company, shall be treated as assessable income, and that the amount 
of such share premiums taxable in Queensland shall be the propor- 
tion which the value of the assets in Queensland on the date of the 
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issue of the shares (at a premium) bears to the total value of all 
the assets of the company on that date. 

13. The new provision raises some very interesting and diffi- 
cult constitutional points, too difficult to be dealt with here, but we 
suggest that those interested in ex-Queensland companies trading 
in Queensland which have issued shares at a premium should con- 
sider whether the mere fact that an ex-Queensland company carries 
on business, and has assets in Queensland, is a sufficient connection 
with the State of Queensland to levy tax on any portion of such 
premiums. 

14. Casual Profits —By s. 31, profits—with certain exceptions— 
arising from the sale of real property (i.e., any estate or interest in 
land, including a lease of land) situated in Queensland, which was 
purchased in the year of income in which it was sold, or in any of 
the preceding six income years, and from the sale effected in 
Queensland of any property (other than real property) purchased 
in the year of income in which it was sold, or in any of the preceding 
two income years, are subject to tax, irrespective of the purpose for 
which the property so sold was purchased. The profits arising 
from such sales (when not made in the ordinary course of a busi- 
ness) are called “casual profits.”” Such casual profits are subject 
to income tax when earned by a company, but by s. 34 (2) are not 
taken into account when ascertaining the “profits” of a company 
for rate of tax purposes. 

15. Carrying Forward of Losses—Sub-Section 27 of s. 29 pro- 
vides for the carrying forward of losses, but (except to a very 
limited extent in the case of companies deriving income from agri- 
cultural, dairying or grazing businesses) the carrying forward of 
losses is not made retrospective, and only applies to losses made in 
the income year commencing on July 1, 1935 (or other accounting 
period adopted in lieu thereof). 

16. Forfeiture of Shares—By s. 16 (1) (r) the assessable 
income of a taxpayer shall include all net gains or profits arising 
from the forfeiture of shares in a company. This provision only 
applies to a Queensland company. The basic principle of the 
Queensland Acts is only to tax income derived directly or indirectly 
in or from sources in Queensland which is not exempt income, and 
amounts which under the (express) provisions of the Assessment 
Act are included in the assessable income. The forfeiture of shares 
out of Queensland by a company which is not a Queensland com- 
pany does not appear to be within the provisions of the Queensland 
Acts, and the Department has never attempted to tax the 
“profits” arising from such forfeitures. 

17. Writing Up, etc., of Assets —By s. 16 (1) (q), the assess- 
able income of a company shall include 

(i) the amount by which the book value of any asset, or of the 

assets as a whole, of a company is increased by writing into 
the books or by the writing up in the books of the value of 
such asset or assets, 
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(ii) the amount of the excess at which any asset, or the assets 
as a whole, of a company is brought to account in the books 
of account upon acquisition over the consideration (if any) 
given by that company for such asset or assets: 

Provided that, for the purposes of this paragraph, where 
a company issues shares as the consideration or part con- 
sideration for such asset or assets, the consideration satis- 
fied by the issue of such shares shall be deemed not to 
exceed the value to which such shares are actually paid up. 

These provisions only have relation to assets situate in Oucensland. 

18. Head Office Expenses——lIn the case of a company deriving 
income from sources in and out of Queensland, the allowance of a 
deduction for head office expenses is limited by s. 29 (5) to an 
amount which bears the same proportion to the total head office 
expenses as the assessable income derived by the company in 
Queensland bears to the total income of the company wherever 
derived, or beyond an amount to be fixed by the Commissioner. 
Usually this apportionment is effected on a sales basis. 

19. Fees, etc., of Directors—Section 35 (8) empowers the 
Commissioner to disallow as a deduction any sum paid or credited 
by a company for remuneration for services rendered by a share- 
holder or director, or a relative of a shareholder or director, of the 
company, or as an allowance, gratuity or compensation in conse- 
quence of the retirement from office, or upon the termination of any 
office or employment held, by a person with the company in excess 
of what, in the opinion of the Commissioner, is a reasonable amount. 

20. The wording of this provision is very wide, but in practice 
it is only applied to private (or proprietary) companies where the 
directors control the voting power, or are otherwise in a position to 
distribute the profits of the company in the form of directors’ fees, 
salaries, etc., to themselves or to the principal shareholders—a prac- 
tice that was resorted to before the enactment of the provision 
owing to the high rates of tax payable by companies. 


21. The basic principle of the Income Tax Acts of Queensland 
is to levy tax on all income derived directly or indirectly in or from 
sources in Queensland which is not exempt income, and amounts 
which under the provisions of the Assessment Act are included in 
the assessable income—this is the definition of ‘assessable income” 
in s. 4. 

“Exempt income” is defined in the same section as meaning 
income which is exempt from income tax, and includes income 
which is not assessable income (i.e., income earned outside 
Queensland). 

22. The amounts which under the provisions of the Assessment 
Act are expressly included in the “assessable income”’ (though not 
derived directly or indirectly in or from sources in Queensland) 
are— 

(1) the amount of salary, wages or remuneration derived whilst 
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temporarily engaged on duties out of Queensland by a tax- 
payer who ordinarily resides in Queensland, s. 16 (1) (n); 

(2) pensions received by residents of Queensland, s. 16 (1) (0); 

(these two items have no relation to companies) ; and 

(3) interest on money secured by mortgage of property in 
Queensland, s. 16 (1) (a). 

23. In the process of the assessment of companies, three factors 

have to be ascertained and taken into account— 

(1) the taxable income—see para. 24; 

(2) the profits—see para. 25; and 

(3) the capital. 

24. The Taxable Income.—The taxable income of a company is 
alculated on the same basis and in the same manner as that of an 
ndividual carrying on a business (but no statutory exemption is 
alowed, s. 29 (28) (b); plus 

(a) all net gains or profits arising from the forfeiture of shares 
in a company—see para. 16; 

(b) premiums on shares issued at a premium—see para. 10; and 

(c) the amount of the writing up, etc., of the value of any assets 
in Queensland—see para. 17. 

See also paragraphs 18 and 19.) 

25. The Profits—tThe calculation of the “profits” for rate of 
lax purposes is a very simple operation when once the taxable 
ncome of the company has been ascertained. The amount of the 
taxable income (para. 24) is taken as a basis, and from it there is 
deducted— 

(a) any income taxes payable in respect of the taxable income of 
the company derived during the year preceding the year of 
income under any Act of the Commonwealth or Queensland 
relating to income tax, and which is not an allowable 
deduction. 

(Income taxes payable under the Commonwealth and 
Queensland Income Tax Acts are not allowable deductions 
from gross income for the purpose of ascertaining the tax- 
able income, but as these taxes have to be paid by the com- 
pany, the Assessment Act permits a deduction of them in 
ascertaining the profits for rate of tax purposes only. 
Queensland Income (Unemployment Relief) Tax is ex- 
pressly made an allowable deduction under the provisions 
of s. 29 (18) (a) (i1)—hence the final seven words in 
clause (a) above.) 

(b) any casual profits—see para. 14; 

(c) any amount included in the taxable income under the provi- 
sions of s. 16 (1) (q), i.e., the amount of the writing up, 
etc., of the value of any assets in Queensland—see para. 17. 
(s. 34 (2.)). 

26. Although the amounts covered by (b) and (c) in para. 25 

ae part of the taxable income of a company, they are not included 

nthe profits for rate of tax purposes—see s. 34 (2). 
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The Deductibility of Interest Paid on Money 
Borrowed to Pay Federal Estate Duty and State 
Succession Duty 
By R. S. Turner, a.c.a. ( Aust.) 


For many years doubts have existed concerning the right of an 
executor or trustee to claim, in an Income Tax Return filed by 
him on behalf of the estate of a deceased person, a deduction in 
respect of interest incurred on money borrowed for the purpose of 
paying estate and succession duties. It frequently happens that a 
substantial estate has insufficient liquid assets to provide for the 
payment of duties, and the executor is faced with the problem of 
whether he should dispose of some of the assets to obtain the neces- 
sary funds, or borrow on the security of the assets. If his powers 
are sufficiently wide, and delay in the conversion of the assets is 
authorised, in any case where assets could only be disposed of ata 
sacrifice, an executor will usually feel that it is his duty to borrow 
the necessary money. 

In the circumstances predicated above, if a deduction has been 
claimed for income tax purposes in respect of interest paid on the 
borrowed money, the Federal Commissioner has disallowed the 
deduction on the ground that the outgoing was not incurred in 
gaining or producing the assessable income, or that the money was 
not wholly and exclusively laid out or expended for the production 
of assessable income (see Sections 23 (1) (a) and 25 (e) of the 
Income Tax Assessment Act, 1922, as amended from time to time). 

The inequitable result of the Commissioner’s action may be indi- 
cated by the following simple hypothetical case. A died, leaving 
an estate valued at £100,000, consisting of 100,000 6% cumula- 
tive preference shares in X Co. Ltd. A’s executor receives estate and 
succession duty assessments aggregating £12,000. He considers 
that the market value of the preference shares is likely to improve, 
and decides that it is desirable to borrow £12,000 from a bank to 
pay the duties rather than to sell 12,000 shares at par. The executor 
subsequently furnishes an income tax return accounting for £6,000 
dividends, and claiming, say, £650 interest as a deduction. The 
deduction is disallowed. Had the executor sold 12,000 shares in 
order to pay the duties, the net income would have been £5,280, 
or £70 less than the executor showed in the return lodged. 

Still more striking is the following position. If the executor sold 
12,000 shares to B for £12,000, paid the duties with these funds, 
and then borrowed £12,000 from a bank and re-purchased the 
shares from B, the interest on the overdraft would be an allowable 
deduction for income tax purposes, since the interest was paid on 
money borrowed to purchase shares from which dividends have been 
received. It will be seen that, in the first and third cases, the 
results are identical, viz., dividends received £6,000, interest paid 
£650, yet in the first case no deduction would have been allowed. 
The crux of the matter is that the Commissioner’s view has been 
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that interest paid on money borrowed in order to preserve income- 
producing assets of an estate of a deceased person is not deductible 
under the Federal Act. 


A Recent SuPREME Court DECISION 
Begg v. Deputy-Commissioner of Taxation for South Australia 
In the past, the opinion has been fairly widely held that the Privy 
Council decision in the case of Lord Inverclyde’s Trustees v. Millar 
(1924 A.C. 580) supported the Commissioner’s contention. Accord- 
ingly, when an appeal was instituted by Mrs. Begg, who was the 
widow of the late Frank Evershed Hayward, against the disallow- 
ance by the Federal authorities of interest on money borrowed by 
the executors principally to meet estate and succession duties 
amounting to £75,302/5/11, considerable interest was aroused as 
to (1) whether the Court would decide in the appellant’s favour, 
and (2) if so, what reasons for the decision would be given? Judg- 
ment, which had been reserved for several months, was delivered by 
Reed A.J. on May 17, and the appellant succeeded. (A further 
subject of the appeal related to the deductibility of interest paid on 
legacies. The Deputy-Commissioner succeeded on this point.) 
His Honour found, on the evidence submitted, that one effect 
of the retention of the assets of the estate was that income was 
earned from most of them; further, that the main purpose of the 
borrowing was to obtain money to pay the duties and other out- 
goings, and certain legacies, and to finance the estate generally so 
as to avoid sacrificing the assets by immediate sales. The judg- 
ment states that the course which the executors adopted was within 
their powers, and one which prudence dictated. Further: 
“Executors, who have power to postpone the sale of an estate, and have 
also powers to borrow money to pay duties and meet other outgoings, would 
be failing in their duty if they were to pursue a course which would involve 
the estate in heavy losses of capital value, and also deprive it of assets produc- 
ing income at good rates of interest. To act in such a way as to avoid 
such an undesirable course is to save portion of the income from extinction. 
In this case income so saved was certainly being earned when the executors 
became entitled to the property; but the very circumstances under which 
they acquired the estate imposed a liability, the satisfaction of which would 
necessarily reduce that income. Borrowing money on the security of the 
state kept it intact, and the payment of interest on the borrowed money 
kept the loans alive, and so enabled the estate to continue to produce income.” 
His Honour proceeded to consider at some length a number of 
High Court and other decisions, notably, F.C. of T. v. Munro (38 
CL.R. 153) ; Egerton-Warburton v. D.F.C. of T. (51 C.L.R. 568) ; 
F.C. of T. v. Gordon (43 C.L.R. 456) ; Herald & Weekly Times 
Lid. v. F.C. of T. (48 C.L.R. 113) ; Moffatt v. Webb (16 C.LLR. 
120) ; Calvert v. C. of T. (40 C.L.R. 142). He further held that, 
although care must be used in applying decisions under a somewhat 
different provision of the English Act, the cases of Smith v. Lion 
Brewery Co. Ltd. (1911 A.C. 150) and Usher’s Wiltshire Brewery 
Lid. v. Bruce (1915 A.C. 433) point out that money may be 
wholly and exclusively laid out for the purpose of a trade if it is 
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either fairly paid upon business considerations as part of the 
expenses of carrying on the trade, or has to be paid as an incident 
ot carrying it on. 

His Honour held that the rules of Case III of Schedule D of 
the English Income Tax Act, 1918, were so different from the 
provisions of the Federal Act as to render inapplicable to the 
present case the decision in Lord I[nverclyde’s Trustees v. Millar 
(supra). 


The judgment concludes with the following dicta: 


“T do not understand the authorities to lay it down that, in order that the 
money expended shall be allowable as a deduction, it must directly cause the 
production of income, in the sense that the income or some portion of it can 
be pointed to as being the direct result of the expenditure; see the remarks 
of Evatt J. in Herald & W. T. Lid. v. Federal Commissioner of Taxation 
(supra), at p. 123. But, it seems to me, the effect of the relevant decisions, 
and the passages which I have quoted, is that money laid out or expended, 
which has a substantial relation to the production of the income, is allow- 
able as a deduction. In some cases it can be said that the expenditure of the 
money has nothing at all to do with the production of the income; in others, 
for one reason or another, that it does play a real part in producing the 
income. The facts of each case must be examined in order to determine what 
part, if any, the expenditure does play; and it may be that an expenditure 
which is what I may call too remote, will not be allowed. Whatever may 
be the proper view (and I do not wish to be understood as attempting to lay 
down an exhaustive test), I am of opinion that I can in this case say that there 
is a real and substantial relation between the payments of the interest to the 
banks and the production of the income. Indeed, the relationship is so close 
that it can be said that if the loans had not been arranged, and the interest 


had not been paid, the assessable income would not have been nearly so much 
as it is. 

“As regards the interest paid on the legacies, I am unable on the evidence 
to find that it played a sufficiently substantial part in the production of 
assessable income, and I can see no ground for allowing it as a deduction.” 


It has not yet been ascertained whether the Commissioner 
intends to appeal against this decision. 
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Budgets 


By Tuomas D. HAp_Ley, F.c.A.A. 


A Lecture to the Australasian Institute of Cost Accountants 
(N.S.W. Division) 


If business had no problems how simple management would be. 
It would be possible at any time definitely to ascertain the profits 
that would be made at the end of a financial period, long before 
that period commenced. If there were no problems in the field of 
sling, the sales force would always bring in the desired volume. 
If there were no difficulties in obtaining supplies of raw materials, 
if the manufacturing staff always produced the finished article in 
the right way, at the right cost, and in the right time, if the 
machines always were properly maintained, and never broke down, 
and if customers always settled their accounts upon the due dates, 
manufacturing would be a most profitable occupation. 

Profits would automatically be assured. Shareholders would find 
their scrip the most valuable on the market. Management itself 
would have no tasks, because management’s problem in striving 
to create sales and to effect savings would be unknown. If every- 
thing ran smoothly, what need would there be for management ? 

Because of the unknown and the unexpected suddenly forcing 
themselves upon and interfering with the smooth running of busi- 
ness activities, management by experience finds that from time to 
time it is faced with most extraordinary situations. Sometimes, to 
its amazement, it finds that the sales force has introduced very much 
less than that which was needed, that the limit of the bank overdraft 
has been reached, that factory production has exceeded estimated 
costs, and that, in effect, the business has got out of control. Such 
situations usually are brought to its notice about two or three 
months after the close of the financial period, after everything has 
happened, and when little, if anything, can be done. 

Instead of being faced with such embarrassing situations, as many 
managers are, would it not be better to introduce into the organisa- 
tion some facility to give assurance that there won’t be such sur- 
prises? In a few words, before the commencement of a financial 
period, would it not be a good plan to set tasks for our sales force 
inthe various territories, and then to set tasks for our various fore- 
men, departmental managers and other executives to have expense 
in keeping with those sales? The profit we had estimated would 
then have some chance of being realised. 

Abnormal Conditions 

But some will ask how could you prepare such estimates with 
reasonable accuracy when abnormal conditions intrude? You may 
% told that it is not possible to estimate sales of any territory 
‘cause of the advent of droughts, too much rain, weather too cold, 

c 
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summer too long, unfavourable Governments, strikes and other such 
abnormalities. That reasoning is hard to follow as an objection 
to the preparation of sales estimates. Abnormalities cannot be 
guarded against, but is the abnormal constantly present? If it 
were, conditions would then be normal. After an estimate of sales 
for some period had been made, and then during the course of that 
period some abnormal condition, such as a bad season, interfered 
with the attainment of the estimated figure, would it be sound man- 
agement to accept the abnormality without some special activity in 
an attempt to rectify the deficiency? It would be very poor man- 
agement to face the abnormal as something not capable of solution. 
The one obvious approach to such situations is the immediate 
development of a new estimate, followed by action. 

And not only do these estimates apply to sales, but equally as 
well do they apply to the consumption of material, time spent in 
manufacture, expense necessary to manufacture, to selling, and to 
administration, for unless savings are effected in all forms oj 
expense, profit cannot be made. In all functions associated with 
manufacturing and trading, the abnormal and the adverse will 
arise, and in every instance when it does arise the only practical 
approach is to review the situation in the light of the new conditions 


Estimates Should be Tasks 

When these estimates are prepared with the aid of carefully 
compiled data, they automatically become tasks for executives in 
the various functions over which each has direct control. If these 
tasks have not been soundly determined they have little value. They 
cannot then engender enthusiasm on the part of those who will be 
responsible for them. 

So far the words “estimates” and “tasks” have been used. It 
does not matter much what these objectives are designated. Man- 
agement will agree that if tasks are set, and actual performances 
are compared with them, there is the opportunity for rigid super- 
vision. Management will appreciate the need for tasks, even though 
at the moment they may not have been introduced as part of the 
executive control. Management, on the other hand, may tell you 
that the nature of its business does not permit of budgeting. Yet 
is there any real difference between estimates, tasks or budgets? 
Accountancy has preferred to use the term “budgets” for general 
application, but it won’t matter much what term be used when 
management appreciates the need for the efficient control of sales 
and savings. 

Set tasks and control results is a law of efficient management. 
Its observance will greatly overcome the unknown and the ineffi- 
cient. Furthermore, it will give greater assurance that the desired 
profit will have some chance of being made. 

Repetition of Tendencies 

In business, as with many other activities, the past tends to 
become repeated in the future. With sales, if the tendency in the 
past has been to show months of great activity in April and May 
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and in October and November, the tendency will be for that con- 
dition to be repeated. With manufacturing, if the production of 
different classes of finished goods has resulted in the wastage of 
material additional to that actually needed in the finished product, 
the tendency in the future will be for this wastage to be repeated. 
With labour and with expense, with selling and with administra- 
tion, in the future these tendencies will present themselves. If this 
truth be recognised there is much in it which will become valuable 
in the preparation of sales forecasts and of budgets of expenditure. 
One can then trace with relative accuracy the expenditure likely to 
arise in relationship to a given volume of sales. One of manage- 
ment’s functions is to correct the adverse conditions regularly 
occurring in those tendencies. For example, with maintenance of 
plant and machinery, past records may show that, with £50,000 
in sales, the expenditure has been £2,500 per annum. Next year, 
if the sales increase to £60,000, the probability is that the main- 
tenance charges will be some figure proportionate thereto. If 
management now intervenes, and has the maintenance charges 
analysed and examined in closer detail in an endeavour to improve 
the past tendency, it may find that £1,750 is a reasonable expen- 
diture for a sales volume of £60,000. That estimate then becomes 
the budget, and when the weekly expenditure is compared with this 
maintenance budget, opportunities will be given to rectify excesses, 
for without this control past tendencies of a high maintenance charge 
are likely to be repeated. 


As the repetition of tendencies is a condition to be expected, it 
is one of management’s functions continuously to intervene, to 
make positive conditions out of negative, to make savings out of 
wastage, to make activity out of inertia, and to make profits out of 
losses. 


Flexibility 

What is known as flexibility should exist in all budgetary control. 
When sales have been forecasted, costs in relationship thereto, as 
already mentioned, have to be determined in detail, after a minute 
analysis based upon the most reliable data. All this expense cover- 
ing manufacturing, selling, distribution and administration can be 
brought into three groups—fixed, variable, and semi-variable. The 
fixed costs are those which remain unchanged, with a normal rise 
or fall in sales volume. They may be the same whether the sales 
were £80,000 or £120,000. The variable costs are sometimes 
known as proportionate. These costs definitely rise and fall with 
the volume of sales or of factory production. They include pro- 
ductive materials, productive labour, commission, discount and 
other such charges. The semi-variable are those which do not rise 
and fall in the same ratio, and include items such as power, main- 
tenance and similar charges. 

This subdivision of the various costs permits of a predetermina- 
tion of the quantum of expenditure that should be incurred with any 
ise or fall in sales or in factory volume. For example, if the 
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original sales forecast were £100,000, and the costs were analysed 
under the three headings mentioned, it would be seen that, with a 
fall in sales to £80,000, there should be a corresponding change 
in some of the items. Fixed costs would remain unchanged. Variable 
should fall to a figure having the same ratio that the variable costs 
of the budget bear to the forecasted sales of £100,000. The semi- 
variable, including such items as maintenance, power, factory stores 
and supplies, expenses of travellers, etc., would not show the same 
rate of decline. Their raovement downwards would be slower than 
the rate of fall in sales. Then, in the preparation of the weekly 
or monthly reports for the use of executives, it will be possible to 
introduce with any movement in sales or in factory volume the 
costs essential thereto. 


Budget Committee 

In larger organisations a committee of the principal executives 
may be appointed directly to control the preparation and the super- 
vision of budgets covering every function. Asa rule, the chairman 
of this committee is usually a man with a thorough understanding 
of finance. Its members will include the secretary, the accountant, 
the sales manager, the works manager, and other executives whose 
experience and knowledge would be a valuable adjunct to the 
discussion. 

Each executive on the committee is allocated portion of the budget 
to compile, preferably in connection with those functions with which 
he is most familiar. Obviously he may not personally compile the 
figures, but it should be his responsibility closely to supervise their 
preparation, particularly when intimate studies need to be made, 
such as the determination of standards of quantities and times and 
values of finished product, or of the opportunities in undeveloped 
territories. 

When the budgets have been completed, those associated with 
their performance, such as foremen, salesmen and others, should 
be given a copy of that portion which directly concerns them. At 
the same time, they should be asked to sign the original. It is of no 
interest to a foreman, or of value to him in his management, if he 
be given the amounts allowed for depreciation or for fire insurance 
Only the variable or the semi-variable items arising in his room or 
in his department should be included. Anything over which he 
has no control may be open to criticism and argument. 

When the budgets of the various functions of the business have 
the approval of the committee, they should be submitted to the 
general manager or the directorate for final consideration and 
action. The budgets should be explained in detail by the chairman 
of the committee, particularly when they involve some capital 
expenditure or other vital change. When ultimately approved or 
amended they become an instruction and direction to all executives, 
and as the financial period progresses the actual performances are 
compared in detail with the budgets, and are made the subject o! 
executive report. 
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Data Sheets 

In the preparation of all budgets it is essential that properly 
designed sheets be used for the compilation of the data in support 
of the figures. It is not in itself sufficient to accept the figures of 
previous years, as these may contain many wastages and losses 
through idleness and inefficiency which only a close scrutiny of 
their substance will reveal. Data sheets should be standardised, 
and in all future periods should be used in the compilation of the, 
budgets. 
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Sales Forecasts 

Perhaps in all forms of budgetary control the matter which 
should be attacked first should be the sales forecast. This must be 
prepared at a time sufficiently in advance of the commencement of 
the financial period to permit of supplies being obtained for use in 
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manufacture, of labour being engaged when it is required, and of 
plant being installed suitable for the budgeted task. The sales fore. 
cast is also governed by the finance available. It is obviously of 
little value to prepare a sales forecast of £150,000 when last year 
the sales were only £50,000, and the business during that period 
was struggling through insufficiency of working capital. 

It must be evident that no budget can stand alone. It must be 
very much affected by extraneous conditions arising both internally 
and externally. Yet it is also evident that, if the maximum of sales 
results is to be hoped for, a pre-determined task must be set after 
a thorough examination of the possibilities of each territory. When 
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the sales forecast has been determined, and the budget committee 
is of the opinion that the figures shown are capable of attainment, 
one can then proceed to complete other budgets, which all in them- 
selves have direct relationship to sales. 


Profit Budget 

As the ultimate objective is profit, that should be the next budget 
after the sales forecast. This profit budget includes, first, a pro- 
vision for the taxation authorities, then reserves for special pur- 
poses, then a provision for the different groups of shareholders 
in their order of preference, and finally an appropriation for the 
general reserves of the business. To this amount should be added 
the administrative charges, as well as the total of the various depart- 
mental surpluses which arise from the trading. The total ascer- 
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tained will represent the amount that must be earned before profit 
distributions are possible in accordance with the desired plan of the 
profit budget. 


Trading Budget 

If the business has several trading departments, budgeted sales 
for each would form part of the sales forecast. Then must be 
determined the expenses necessary to each, including the salaries 
of sales executives, salesmen’s salaries and commission, depreciation 
of fixtures and fittings, insurances, selling costs, and other such 
charges directly related to those departments. The gross profit of 
each will represent the difference between the cost of the goods 
landed therein and the value of the sales. Out of those gross profits 
will be deducted the direct costs of the department that have just 
been mentioned. The difference will then represent trading sur- 
pluses, and these will be transferred to the general profit and loss 
account, to which administrative charges will be debited, leaving 
finally the net profit for distribution on the basis set out in the 
profit budget. It may be found on examination that the surpluses 
provided in these departmental trading budgets will not be suffi. 
cient for the purposes of the profit budget. An intimate examina- 
tion then becomes necessary to see what stimulus will be needed 
to the various departmental or territorial sales, or what economy 
may be effected in the cost of goods received. 

The preparation of the trading budgets will also involve deter 
mining the stocks required at different times of the year, the num 
ber of stock turns essential to permit the minimum amount of 
capital being invested in each department, the preparation of pur- 
chasing or production orders well in advance of actual require- 
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ments for selling so that there will be no delay in deliveries to 
customers who are in urgent need of the fulfilment of their 
orders. 


Manufacturing Budget 

In larger plants the manufacturing budget would need to be 
very extensive and complete. In smaller plants a_ practical 
approach should be made through the compilation of sufficient data 
to assure that a reasonable standard of efficiency will be attained, 
and that waste and idleness will be reduced to its lowest possible 
level. In no plant can it be said that pre-determined standards of 
eficiency are undesirable. In no plant also can these pre-deter- 
mined standards be fixed by casual observation. In every instance 
they need an intimate examination. 





MANUPACTURING BUDGET. 
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Specifications and Cost Sheets 

With manufacturing budgets, complete specifications must be 
compiled of the articles to be manufactured. These specifications 
cover a detailed description of each article, so that there will be no 
misunderstanding as to its design and the processes through which 
it is to pass, and the manner in which it will be manufactured in 
each process. The specifications also require full description of 
labour requirements, the class of labour that should be employed, 
the reasonable time allowed for preparatory work, the setting up 
of machines, the running or operating time, and all other directly 
associated labour operations. 


STANDARD COST PER 100 PARTS. 


Date 





Set up. Set up 
* Change Stan. 


Operation. La 
Rate Rate 


up Total. 


Labour. 


Changes. 


Standerd Material Cost. 
Scrap Net 


Class Description. Qty.;| @ Oty Cost 


When these specifications have been completed, the quantities 
of materials to be used and the time allowances for labour in the 
various operations are transferred to the cost sheets, and extended 
at the prices or rates which the factory will have to pay. To these 
cost sheets is also applied a provision for manufacturing expense 
ascertained with the aid of an expense budget showing the expenses 
incurred in the various manufacturing centres. These expense 
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are applied to the cost sheets in accordance with some well-con- 
sidered plan in an attempt correctly to distribute to the various 
articles manufactured that portion of the expenses incidental to 
their production. The total of each cost sheet, when given to the 
sales manager of each of the trading departments, is used by him 
as a basis on which to apply his gross margins for the various 
samples he will be offering in the forthcoming season. 

The specifications of material and of labour, as well as the cost 
sheets, are the foundations upon which all manufacturing activities 
are controlled. Therefore, they should be prepared with consider- 
able care, that the information contained therein will be a repre- 
sentation of conditions which should exist when the factory is 
operating with a degree of reasonable efficiency. They also should 
be made the basis on which executive reports are prepared, for if 
actual performances in material consumption, and in wage and 
expense costs, are compared daily with the pre-determined stan- 
dards, operating losses will very quickly be identified. 

Time and Motion Studies 

In the preparation of these standards, the only satisfactory 
approach is with the aid of time and motion studies. These should 
be made by one person, who is personally well suited to the task, 
that no irritation will be caused amongst the factory workers. Then 
he must have an intimate understanding of the principles of the 
subject. He should have studied the methods of fixing time allow- 


ances for piece rates or for bonus plans. These time and motion 
studies should be compiled on cards or in a loose-leaf binder for 
permanent record. They will be excellent guides in future estimat- 
ing, in addition to their value as aids in controlling factory labour 
eficiency. 


Purchasing 

With correct data provided for the specifications of material, pur- 
chase orders may be prepared in a systematic manner in accord- 
ance with the prospective demands of the trading departments. 
When the sales forecasts for the trading departments have been 
prepared on a monthly basis, a copy should be handed to the works 
manager, who then places it with his buyer, who in turn prepares 
his purchase orders in accordance with the prospective demands. 
In some instances it will be necessary to have a notification of the 
sales forecast of each trading department twelve months, or even 
more, in advance, so that materials may be obtained from overseas 
suppliers well ahead of production requirements, thereby avoiding 
any inconvenience to the trading departments when the goods are 
actually required. 

In different businesses these purchase orders are governed by 
different conditions. In some cases it is not necessary to relate 
the purchase orders directly to the specifications, particularly when 
some of the classes of raw material are common to the different 
atticles produced. In other instances the requirements are specific, 
and must be made in accordance with specifications. References 
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to the stock ledger would show the rate of consumption of basic 
materials, and purchase orders are then budgeted in accordance 
with the prospective requirements of sales. In the factory, as well 
as in the trading departments, it is necessary to keep the stocks at 
the lowest possible level without inconvenience to production. 
Indents must, therefore, be placed so that stock, as it comes for- 
ward, will immediately go to the manufacturing processes, and not 
be held for some considerable time. In this work, well-designed 
stock records will play a very important part in showing monthly 
consumption over past years. 
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Tool Equipment 

In some businesses, to facilitate manufacturing, it is necessary 
to have special tools, jigs, dies and patterns. When new features 
are being introduced into the sales activities, it is imperative that in 
the budgets sufficient time be given to the factory in which to have 
all such utilities ready. Frequently there is a serious breakdown in 
the service to customers through promises of delivery being made 
which have no possible chance of fulfilment, principally through 
the factory being quite incapable of rendering the service which 
the sales force has promised. When enquiries are made as to the 
cause of the delay, it may be found that the preparation of specifi- 
cations, dies and patterns have involved many weeks of prepara- 
tory work. It is essential, then, that there should be some co-opera- 
tion between the works manager and the sales force, that there shall 
ke no such inconveniences. 


Maintenance 


Another important feature which should be carefully budgeted 
is maintenance repairs and renewals. In every plant there is a 
tendency towards excessive expenditure in these services. In a 
well-organised business, records are kept of the amount expended 
each week upon each machine. This will permit a continuous 
examination to ascertain when the machines are beyond their period 
of utility, and also whether the pre-determined allowances that 
were set for such costs are in any way being exceeded, as they can 
become a great source of waste. 


Labour Requirements 


In some businesses this feature is made one of very detailed 
analysis. When proper specifications have been prepared the task 
is greatly simplified. It is necessary, of course, to have such data 
in conjunction with financial budgets, so that the expenditure 
arising from labour may be plotted forward in the same manner 
as that for material and for the costs of administration and of 
selling. 

Cash Budget 


One will understand that it would be a very stupid condition to 
do considerable sales forecasting and factory planning, in addition 
to sales promotion, and then have critical periods arising through 
insufficient funds to meet all the previously projected activities. 
The cash budget is a most essential feature of all budgetary control. 
lt enables the executives to see whether arrangements should be 
effected immediately to avoid financial embarrassment at some 
later date. 

Graphics 

In the preparation of budgets, graphs may be used to consider- 
able advantage. This discussion will not allow a full explanation of 
their utility. It may be mentioned, however, that in all forecasting 
and budgeting, graphs assist considerably, and, therefore, become 
invaluable aids. 
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Executive Reports 

No form of budgetary control can be complete unless it has with 
it the executive reports, which show whether the actual perform- 
ances are in keeping with the pre-determined conditions shown in 
the budget. It must be expected from time to time that variations 
from the budget will arise. No data can be so complete that every- 
thing will run as smoothly and as efficiently as desired. If that 
were so, then there would be no task for management, and manage- 
ment’s sole function appears to be solving the problems that are 
daily associated with sales and with savings. As variations from 
the budget will surely arise, as sales will be greater or lower thar 
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that anticipated for each department or territory, as prices of 
material and labour costs and expenses in their various forms will 
all show movements severe or slight, it is necessary to have some 
control over them. This control is supplied in the form of execu- 
tive reports prepared from the cost accounting and from the bud- 
gets. These reports have considerable value in the control of all 
functions, in fixing future policies, and in meeting abnormal circum- 
stances which have thrust themselves upon the business. They 
supply the control needed after tasks have been set, and that, per- 
haps, is the most effective way of approaching efficient management. 
Laws and Principles for Budgetary Control 

1. First budget profit, then sales, then costs. 
Analyse conditions before tasks are set. 
Consult those executives affected. 
Have budgets confirmed by the managing executive. 
Make budgets possible of attainment. 
Budgets accomplished should be rewarded. 
Don’t console yourself when your budgets fail. 
Behind all budget losses is the word “Why.” 
Budgets must be open to continuous adjustment with varying 
conditions. 
10. Set tasks, and watch results. 


SORNAM wh 





Bankruptcy Section 
Edited by A. H. OutHwalTrE, F.c.A. (AUST.) 


PROSECUTION FOR FAILURE TO KEEP PROPER 
BOOKS—ABSENCE OF CRIMINAL INTENT— 
ACQUITTAL BY DIRECTION 


Attention has frequently been drawn in these columns to the 
crudity of Section 209 of the Act, which renders liable to three 
years’ imprisonment a bankrupt who has “omitted to keep” proper 
books of account, the remarkable feature of the section being its 
prescription of a long term of imprisonment for a mere omission 
without reference to any such evil intent as is the basic substance 
of other laws governing imprisonment for crime. 

The methods of trial of any bankrupt charged with an offence 
under this drastic section are twofold, und it is typical of the 
genera. clumsiness of the Act that the method of trial may depend 
not upon the nature or gravity of the offence but upon the accident 
of procedure under which the alleged offence is in the first instance 
brought before the Bankruptcy Court. If, under Section 216, the 
charge originates in a report by the Official Receiver or trustee or 
tepresentation by a creditor, the Court may, if it appears that there 
isa reasonable probability of conviction and that a prosecution is 
desirable, order the bankrupt to be prosecuted in any Court of 
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competent jurisdiction. There is, under this section, no authority 
for the Bankruptcy Court to try the alleged offender summarily, 
If, on the other hand, the offence becomes apparent to the Court 
upon an application for an order of discharge, the Court may 
charge the bankrupt with the offence and try him summarily, or 
may commit him for trial before any Court of summary jurisdic- 
tion. Upon a summary trial by the Bankruptcy Court the period 
of imprisonment is limited to six months as against a possible 
three years if tried before another Court. Notwithstanding, how- 
ever, that conviction by a jury might involve a term of imprison- 
ment six times as long as the maximum allowed to the Bankruptcy 
Court, it may safely be said that if the bankrupt had any choice 
in the matter (which he has not) the betting would be all in favour 
of “any Court of competent jurisdiction” for the very good reason 
that the dull but obstinate juryman finds it difficult to convict 
anyone who is not charged with intent to do anyone else any harm. 
This matter of intent which is so conspicuous by its absence from 
the section has now been discussed upon trial of a bankrupt before 
a “Court of competent jurisdiction,” namely, the Quarter Sessions 
in Sydney, before which one Thompson, a bankrupt, was charged 
under Section 209 and was acquitted by direction of the presiding 
Judge on the ground that “the usual rule in criminal cases that 
criminal intent must be shown applies here.” 

The following is a report of this highly interesting case taken 
from the Sydney Morning Herald: 


“The trial of a man in Quarter Sessions yesterday, charged under the 
Federal Bankruptcy Act, with having omitted to keep proper books of 
account before his bankruptcy, raised an issue of considerable importance 
to traders. 

“Thomas William Thompson, formerly a master butcher, was charged 
with having omitted to keep the usual and proper books of account (neces- 
sary to disclose sufficiently his business transactions and financial position) 
during the period November 17, 1933, to July 28, 1935, such period being 
within five years of the date on which his estate was sequestrated. The 
charge was laid under an amendment to the Bankruptcy Act made in 1932. 
Thompson was acquitted by direction. 

“The crown alleged that the only books of account Thompson kept, apart 
from his cheque butts and bank passbooks, were two small notebooks and 
two rough daybooks. 

“Lennox Rowling, an officer of the Federal Bankruptcy Administration, 
cross-examined by Mr. P. H. Allen (for the accused), said that the books 
seemed to be honestly kept, within their limited scope, and he did not find 
in them any attempt by Thompson wilfully to conceal his financial position. 

“At the conclusion of the Crown case, Mr. Allen submitted that the Crown 
had not shown that there was any criminal intent on the part of Thomp- 
son, and, without such intent, there was no criminal offence, although there 
might have been an offence under the Bankruptcy Act which would prevent 
or delay Thompson obtaining his certificate of discharge. ‘ 

“Acting Judge Betts: If there is no need to show intent, then the position 
seems to be that every man must employ an accountant to keep proper books. 

“The Crown Prosecutor (Mr. Crawford, k.c.) : Perhaps the law, as stated 
baldly in the Act, means that; but there is the safeguard that before a 
criminal prosecution can be begun the Judge in Bankruptcy must be satisfied 
that the prosecution is desirable and make an order to that effect. He has 
done so in this case. 
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1937 


“His Honour: Failure to keep proper books of account is punishable in 
the Bankruptcy Court, but the usual rule in criminal cases that criminal 
intent must be shown, applies here, I think. Otherwise, half the community 
would be liable to prosecution. I ‘do not think the small trader, however 
illiterate or however ignorant of accountancy he may be, should be liable 
to criminal prosecution unless his failure to keep proper books of account 
js actuated by some criminal intent. 

“His Honour, after directing the jury to acquit Thompson, said that the 
question seemed to him such an important one that he hoped his decision 
would be tested. Mr. Crawford indicated that the Crown would take the 
case further. His Honour gave leave for the matter to be mentioned on 
Friday.” ‘ 

It will be noted that the Crown intends to take the case to a 
higher Court, and it is to be hoped that the appeal will be to the 
High Court so as to result in final settlement of the law on the 
subject. Meantime it is more difficult for the layman than it has 
apparently been for his Honour Acting Judge Betts to read an 
implication of intent into words which, on the face of them, make 
it as plain as a pikestaff that the crime is constituted by the mere 
omission itself without any accompaniment other than the state of 
bankruptcy. 


CLAIM BY PARTNER OF A BANKRUPT FIRM—PROOF 
IN COMPETITION WITH OTHER CREDITORS—ESSEN- 
TIAL CONDITIONS OF ADMISSION OF PROOF 


It occasionally occurs that upon the bankruptcy of a firm and 
consequent sequestration of the partners’ individual estates it is 
found that the firm is indebted to one of its partners in respect 
of transactions of the firm with that partner in connection with 
some other business carried on by him. The question will then 
arise as to the right of the trustee of the individual partner’s estate 
to prove in the bankruptcy of the firm. 

Cases of the kind are rare, but by no means unique, and as 
the trustees of both estates will have carefully to consider their 
respective rights, the law on the subject is worth consideration. 
The necessity for care naturally becomes accentuated when the 
same trustee is appointed to administer both estates. The writer 
is indebted to a trustee of one of such estates for a clear and 
informative opinion of counsel on the subject, and for permission 
to discuss the case and refer to such opinion in these columns. 

A and B carried on business as A, B & Co. and A and B and 
one S also carried on business under the firm name of A, B & S. 
By Deed of Arrangement under Part XII, A, B and S assigned the 
assets of the partnership to a trustee for the firm’s creditors, and 
subsequently the joint and separate estates of A and B trading as 
A, B & Co. were sequestrated and another trustee was appointed 
to administer them. The trustee in the sequestration of A, B & Co. 
lodged with the trustee under the Deed of Arrangement of A, B 
& Sa Proof of Debt for a large sum alleged to be owing by A, B& S 
to A, B & Co. for goods sold and delivered and for rent, wages 
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and other expenses, particulars of which appeared in an account 
annexed to the Proof of Debt. 

The question arose whether the trustee of A, B & S should 
admit the proof of debt, and counsel’s opinion on the subject was 
in effect as follows: 

As a general rule a partner in a bankrupt firm cannot prove in 
competition with the creditors of that firm, as those creditors are, 
in fact, his own creditors, and this rule applies where the estate 
is being administered under a Deed of Arrangement. It applies 
to persons who claim through the partner as well as to the partner 
himself, for the rule is that the person who stands in the position 
of a debtor, and any person who either as executor or assignee 
represents him, cannot prove in competition with his own creditors. 

Certain exceptions to the rule have been made, however, and the 
exception which is material here was stated by Lord Eldon in the 
following words: “Another relaxation of the rule was therefore 
admitted, that where there is a demand arising from a dealing by 
the partnership in a distinct trade, proof might be admitted; but 
then the question what is a dealing in a distinct trade is always 
to be looked at with great care.” In Lindley, on Partnership, 
at p. 889, this exception is thus expressed: “If one of two firms 
carrying on distinct trades becomes a creditor of the other in the 
ordinary way of their trade, the creditor firm may prove against 
the joint estate of the debtor firm in competition with its other 
joint creditors although one or more persons may be partners in 
both firms.” In order that this exception should apply, however, 
it is necessary that two things should concur, namely: 


(a) There must be distinct trades. 
(b) The debt sought to be proved must have arisen in the 
ordinary way of business. 


In the case of In re Ridgway, ex parte Clarke, “The distinction 
is between a debt due from the one trade to another as distinct 
from a debt due from a partner personally to the firm of which 
he is a member.” The question to be asked in every case is this: 

Is the debt which it is sought to prove a debt due from the 
partner or partners personally or is it a debt which is due from 
them as traders? Is it a trade debt? 

In order to justify the admission of the proof lodged by the 
trustee of A, B & Co. it must first be shown that the trade carried 
on by A and B was distinct from that of A, B & S. 

Assuming that the trades were distinct, the second requirement 
to enable the exception to be invoked must be satisfied and that is 
that the debt arose in the ordinary course of trade. At p. 312 of 
26 L.T., Malins, V-C, says: “On the current of authorities it is 
therefore clear that if the exception as to proof between trade 
and trade can be sustained, which I am very much disposed to 
doubt whether it can at the present day, for it is a most unsatis- 
factory distinction between delivery of money and money’s worth, 
it can be sustained only in respect of goods supplied and not in 
respect of cash advanced.” 
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Finally, the exception does not apply unless an account has been 
taken of the partnership transactions, which show there is a balance 
due to the partner or partners seeking to prove. 

In conclusion counsel suggested, subject to presentation of 
further facts, that the trustee of A, B & S should adopt the safe 
course of rejection of the proof in order to obtain the ruling of 
the Court in this particular case, but it is understood that, as after 
dose investigation of the items of account attached to the proof 
the facts were sufficiently clear, the trustee of A, B & S admitted 
the proof as to goods supplied and rejected it as to items in the 
nature of cash transaction, and that this partial admission was 
accepted by the Trustee of A, B & Co. 


Local Government Auditors Regulations 
(Queensland). 


By J. S. McINNEs, F.I.c.A. 


The Local Government Auditors Regulations under the Local 
Government Act of 1936 have been gazetted. The Regulations 
establish the Local Government Auditors Board, and the Board 
is empowered to exercise all the powers and authorities vested in 
it by the Act and the regulations mentioned. 

The Board is to consist of The Auditor-General (or the Deputy 
Auditor-General), who is to be chairman, and two persons hold- 
ing a certificate as auditor under the Act and appointed for a 
period of two years by the Governor-in-Council on the recom- 
mendation of the Auditor-General. 

The first Board has been constituted by the appointment of 
Mr. A. Inglis, F.C.A. (Aust.), nominated by the Institute of 
Chartered Accountants in Australia, and Mr. E. P. Griffin, 
F.A.A., nominated by the Association of Accountants of Aus- 
tralia. Representation of Institutes on the Board will be by 
rotation, and the Commonwealth and Federal Institutes will be 
represented on the Board in later years. 

The Board is charged with the keeping of a register of Local 
Government Auditors. 

Persons holding certificates of competency as auditors under 
the repealed Local Government Acts are to be deemed to be 
qualified under the new regulations. Any other person who passes 
the prescribed examination and satisfies the other requirements 
of the Regulations is entitled, upon payment of a fee of £1/1/0, 
to receive a certificate as auditor under the Act. 

The Board may prescribe the conditions of examinations for 
local government auditors and appoint examiners. The subjects 
of the examination are: 
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(a) Local government bookkeeping ; 

(b) Local government auditing ; 

(c) All Acts dealing with the subject of local government, 
and all Regulations and By-laws under such Acts 50 
far as such Acts, Regulations, and By-laws relate to the 
accounts and the audit of accounts of the Local Autho- 
rity ; 

(d) All Acts with the administration of which the Local 
Authority is charged, and all Regulations and By-laws 
made thereunder, so far as such Acts, Regulations, and 
By-laws relate to the accounts and the audit of accounts 
of the Local Authority ; 


(e) The powers and duties of officers and servants of Local 
Authorities under and in relation to such Acts, Regula- 
tions, and By-laws. 

A candidate holding the certificate of Local Government Clerk 
is exempted from all subjects of the examination except (b). 

The Acts and Regulations covered by (c), (d) and (e) are 
the same as those required under the Local Government Clerks 
Regulations, and a list of such Acts and Regulations is contained 
in a pamphlet obtainable from the Secretary of the Local Govern- 
ment Clerks Board, Department of Health and Home Affairs, 
Brisbane. 


A member of— 


The Federal Institute of Accountants (Incorporated) ; 
The Association of Accountants of Australia (Incorporated) ; 
The Institute of Chartered Accountants in Australia; 
The Commonwealth Institute of Accountants; 
Any kindred body which the Minister, on the recommenda- 
tion of the Board, decided to recognise; or 
Any person who is an Associate in Accountancy of the Uni- 
versity of Queensland ; 
is entitled to receive a certificate as auditor on passing the pre- 
scribed examination in subjects (c), (d) and (e). 

A list of the holders of certificates as Local Government Audi- 
tors is to be published in the Government Gazette in January each 
year. 

ANNUAL FEE PRESCRIBED 

Under the repealed Acts there was no provision for an annual 
fee, but the regulations under the 1936 Act prescribe an annual 
registration fee of five shillings, to be paid in the month of July 
of each year, including the year 1937. If the holder of a certi- 
ficate fails to pay the fee within the prescribed period, he will 
cease to be registered as a Local Government Auditor, and his 
name will be removed from the register, but the Board may at 
any time restore the name of any person to the register on pay- 
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ment of all arrears and an additional fee of five shillings. Persons 
at present holding certificates should see that the fee of 5/- for 
the year 1937-38 is paid to the Secretary of the Local Govern- 
ment Auditors Board, Audit Office, Brisbane, before the end of 
next month. 


SUSPENSION OR CANCELLATION OF CERTIFICATE 


Hitherto the Board had no disciplinary power, but the new 
Regulations provide for this. 

By Regulation 15 the Board may suspend or cancel any certi- 
ficate in force under the Regulations if, in the opinion of the 
Board, sufficient reason be shown for such suspension or cancel- 
lation. The holder of the certificate shall thereupon deliver up 
his certificate to the Board. If such certificate be not so delivered 
up within 21 days after demand, the person in default shall be 
liable to a penalty not exceeding £20. The service of such a 
demand shall operate as a suspension or cancellation, as the case 
may be, of the certificate. 

By Regulation 16, before the suspension or cancellation of any 
certificate is authorised by the Board, 28 days’ notice must be 
given to the holder thereof, calling upon him to show cause, either 
in person or by writing, why such certificate shall not be so 
suspended or cancelled by the Board. 

The Board is also empowered to remove any cancellation or 
suspension. 





Company Law and Secretarial Practice Section 
Edited by J. S. McINNEs, F.1.c.A. 


ISSUE OF SHARES AT A DISCOUNT 


In 1888 the English Court of Appeal in Re Almada & Tirito Co. 
(following Re Addlestone Linoleum Co.) held that shares could 
not be issued at a discount. Prior to these decisions many issues 
of shares had been made at a discount, and the decision of the 
Court of Appeal was doubted until 1892, when it was finally decided 
by the House of Lords, in Ooregum Gold Mining Co. v. Roper 
(1892 A.C. 125), that a company limited by shares and registered 
under the Companies Acts had no power to issue shares at a dis- 
count, i.e., allot shares at their nominal value but with a liability 
to pay a smaller sum than the nominal value of each share. (The 
latter case related to preference shares issued at a discount of 75%). 
Such an issue is u/tra vires, even if the memorandum or articles in 
express terms purport to authorise the directors to issue shares 
ata discount, for such a provision is ineffective and void. Section 
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47 of the English Act of 1929 first authorised the issue of shares 
at a discount (see footnote), but, except as provided by that 
section, a company cannot, by its memorandum or articles, relieve 
a shareholder from his liability to pay an amount equal to the 
full nominal value of his shares, even though the market vaiue of 
the shares is far below their nominal value, for this would operate 
as a reduction of the capital of the company. 

Where shares have been improperly issued at a discount, the 
conditions under which the allottee may have the register of mem- 
bers rectified by the removal of his name therefrom are not 
altogether free from doubt, and whether the allottee can be sued 
for the amount of the discount whilst the company is a going con- 
cern has never been settled. High authorities differ on the latter 
important point, Buckley arguing that the shareholder can be 
sued; Gore-Browne and Street (The Doctrine of Ultra Vires) 
being of a contrary opinion. 

Subject to this, the position appears to be as follows. A contract 
with a company to take its shares at a discount cannot be enforced, 
as it is an ultra vires contract. If the shares have been allotted and 
the applicant has accepted them it would appear that the applicant 
can only escape liability for the full amount of the shares if he 
does not assent to his name being placed on the register of mem- 
bers in respect of the shares, or if he applies promptly to have the 
register rectified by the removal of his name therefrom. If the 
allottee acts as the owner of the shares an agreement to accept and 
pay for them in full appears to be implied. As just stated, whether 
the allottee of such shares, having assented to his name being 
placed on the register of members in respect thereof, can be com- 
pelled to pay the amount of the discount whilst the company is a 
going concern is undecided, but in a winding-up the allottee is not 





(In the Queensland Companies Act Amendment Act of 1889, passed 
shortly after the decision of Re Almada and Tirito Co., and as the result of 
that case, it was enacted by s. 29 that 

Whereas in many cases before the commencement of this Act shares in 
companies have been allotted on the condition that a smaller sum of money 
than the whole amount thereof should be payable by the holders to the com- 
pany: And whereas doubts have arisen whether, notwithstanding such allot- 
ment, the holders of such shares are not liable to pay the whole amount thereot 
in cash: 

Be it enacted and declared that any contract made bona fide before the 
passing of this Act between any company which at the time of such contract 
had been carrying on business for at least twelve months and any allottee 
of shares therein, and any contract made bona fide after the passing of this 
Act between any company which at the time of such contract has been carry- 
ing on business for at least twelve months and any allottee of shares therein, 
to the effect, in either case, that such allottee shall not be liable to pay more 
than a portion of the whole amount of such shares, and that on payment 
of such agreed amount the shares shall be deemed to be fully paid up, was and 
shall be valid, so that such allottee shall not be liable to pay more than the 
amount specified in such contract in respect of the shares so allotted to him, 
and that on payment of such amount the shares shall be deemed to be fully 
paid up.) 
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relieved from liability to calls for the amount unpaid on his shares 
either for the payment of the debts of the company and the costs 
of the winding-up or the adjustment of the rights of contribu- 
tories inter se. 

Where shares have been issued at a discount and the company 
has issued a share certificate to the holder certifying that the shares 
are fully paid, if any person acquires the shares on the faith of 
the certificate, i.e., if he is a bona fide transferee without notice 
that the shares are not in fact fully paid, the company is estopped 
from asserting against such purchaser that the shares are not 
fully paid. 

The general rule is that directors responsible for an ultra vires 
transaction are personally liable to make good any loss incurred 
by the company through such wiltra vires transaction, and this 
applies to an issue of shares at a discount in contravention of the 
provisions of the Companies Act. In Hirsche v. Sims (1894) A.C. 
654, and London Trust Co. v. Mackenzie (1893) W.N. 9; 62 L.J. 
(Ch.) 870, directors issued shares at a discount, and issued cer- 
tificates stating the shares to be fully paid up, whereby the com- 
pany was estopped from claiming the amount of the discount from 
the holders of the shares (i.e., bona fide transferees). In subse- 
quent proceedings, the directors were held personally liable to com- 
pensate the company for the amount of the loss. 

(N.S.W. s. 361 empowers the Court to grant relief to a director 
who has been guilty of negligence, default, breach of duty or 
breach of trust, if it appears to the Court that the director has 
acted honestly and reasonably and that, having regard to all the 
circumstances of the case, he ought fairly to be excused from such 
negligence, etc.—see Eng. s. 372; Q. s. 379; S.A. s. 377. This 
important provision, which has been held to apply to ultra vires 
transactions, will be discussed in a separate article later.) 


DEPARTMENTAL COMMITTEE REPORTS 

In 1918 the British Board of Trade appointed a very repre- 
sentative Departmental Committee to enquire what amendments 
were expedient in the Companies Acts. This Committee was pre- 
sided over by Lord Wrenbury (formerly Lord Justice Buckley), 
and is known as the Wrenbury Committee. 

The Wrenbury Committee commenced its report on the issue 
of shares at a discount by quoting from the judgment of Lord 
Macnaghten in Ooregum Company v. Roper, viz., “The dominant 
and cardinal principle of (the Companies) Acts is that the investor 
shall purchase immunity from liability beyond a certain limit on 
the terms that there shall be and remain a liability up to that limit” ; 
and dealt with the question in two paragraphs, as follows: 

“45. The original principle as stated in Lord Macnaghten’s words has 
already been so infringed that it cannot be said to continue to exist as a 
cardinal principle. The evidence before us is that commercially the issue of 


shares at a discount is desirable. There is, we agree, no principle in this. 
It is a concession to commercial experience. Principle, however, has already 
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been abandoned, and issue of shares at a discount is but accepting in practice 
that which has already been conceded in fact by allowing payment of com- 
mission in consideration of a person subscribing for shares. 

“46. At the same time, we think that the amount of discount should be 
so controlled as that the provisions of the Act in respect of capital shall not 
be illusory. There should be a statutory limit to a discount allowable, and 
if the disease is so deep-rooted as that the statutory limit is not sufficient 
for the purpose the matter should be left to winding up. For these purposes 
the issue of shares at a discount should be controlled as follows: It should 
not be allowed at the beginning or at the earlier stages of a company’s 
career. It should be allowed only when the company’s issued share capital 
is at a discount, and a maximum percentage of discount should be fixed, 
We recommend that five years after commencement of business shall be the 
earliest date for issue, and that the price shall not be lower than 5 per cent. 
below the market value of the similar existing shares in issue if there be 
a market price, or 5 per cent. below the price at which the existing shares 
would upon transfer be taken for ad valorem stamp duty under the Stamp 
Act, if there is no market price, and that the discount shall never exceed 
50 per cent. Thus, if the £10 share stood in the market at £6, the price 
should not be lower than £5/14/-, that is to say, the discount should not 
exceed £4/6/-, and in no case should the discount exceed £5. Further, there 
should be ample provision for complete publicity. The prospectus should 
state in plain terms the discount which has been given. Section 89 of the 
Act of 1908” (which deals with commission payable on subscriptions for 
shares) “should be so amended as to exclude commission payable to a 
person in consideration of his subscribing for shares, and to confine the 
word ‘commission’ to meaning either brokerage, which is a payment made 
for services rendered, or underwriting commission, which is a payment made 
for a guarantee given.” 


The question was further considered by the British Board of 
Trade Departmental Committee in 1926 (of which Mr. Wilfrid 
Greene, K.c., now Lord Justice Greene, Master of the Rolls, was 
chairman). That Committee reported on the question thus: 


“19. This matter was fully dealt with in the Report of the Wrenbury 
Committee, paras. 45 and 46. There is a substantial, but by no means over- 
whelming body of commercial opinion in favour of giving companies power 
to issue shares at a discount, and there is no doubt that in many cases such 
a power could be extremely useful. The Committee, as a whole, is not 
prepared to dissent from the findings of the Wrenbury Committee. Some 
of us think that the change might be attended by risks which it is not easy 
to guard against, and in particular that the consequential inflation of the 
nominal issued capital of a company might lead to unsound finance. Other 
members of the Committee take the view that the suggestion that shares 
cannot be issued at a discount under the existing law is misleading, seeing 
that shares can be issued as fully paid up for goodwill, patents and other 
items of that character, the value of which is uncertain and fluctuating, and 
that if the issue of shares at a discount were frankly authorised, and the 
public notified that shares could be issued at a discount, it might induce the 
public to realise that the nominal value of a share is no guide whatever as 
to its intrinsic worth and that a share is nothing more than a token repre- 
senting a certain proportion of the profits and assets of the company. For 
the same reason, some members of the Committee are inclined to favour the 
issue of shares of no par value, for if a share has no nominal value on the 
face of it, a person taking such share cannot be misled as to the value ot 
the share by the amount printed on the face of the certificate as the nominal 
value thereof. If the recommendation of the Wrenbury Committee is adopted, 
we think that the limit of 5 per cent. below market value should be increased 
to 10 per cent.” 
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On these recommendations, s. 47 of the English Act of 1929 
was enacted (adopted in Australia as set out hereunder). 

The Wrenbury Committee recommended that the discount to be 
allowed should not exceed 5 per cent. off the market value of the 
shares, with a maximum discount of 50 per cent. ; the Greene Com- 
mittee recommended the 5 per cent. to be increased to 10 per cent., 
but neither of these recommendations was adopted. The Wrenbury 
Committee recommended that a company should not be empowered 
to issue shares at a discount within five years of the commencement 
of business. In s. 47 the time limit is not less than one year from 
the commencement of business. Neither Committee recommended 
that the sanction of the Court should be obtained, but this require- 
ment is in s. 47. 

In giving the 1929 Act his benediction, Lord Wrenbury, one 
of the greatest masters of company law, regretted the insertion of 
the provision relating to the issue of shares at a discount, as he 
considered it the only retrograde step in principle since the Com- 
panies Act of 1862. 


THE New StTATuTORY PROVISIONS 


By s. 150 of the New South Wales Companies Act of 1936: 


(1) Subject to the provisions of this section, a company may issue (Note 
A) at a discount shares in the company of a class already issued, provided 
that : 


(a) the issue of the shares at a discount is (Note B) authorised by resolu- 
tion passed in general meeting of the company, and is (Note B) 
sanctioned by the Court; 


(b) the resolution specifies (Note C) the maximum rate of discount at 
which the shares are to be issued; 


(c) not less than one year at the date of the issue has elapsed (Note D) 
since the date on which the company was entitled to commence busi- 
ness; and 

(d) the shares to be issued at a discount are (Note E) issued within one 
month after the date on which the issue is sanctioned by the Court or 
within such extended time as the Court allows (Note F). 


(2) Where a company has passed a resolution authorising the issue of 
shares at a discount, it may apply to the Court for an order sanctioning 
the issue, and on any such application the Court, if, having regard to all the 
circumstances of the case, it thinks proper so to do, may make an order 
sanctioning the issue on such terms and conditions as it thinks fit. 


(3) Every prospectus relating to the issue of the shares, and every balance- 
sheet issued by the company subsequently to the issue of the shares, shall 
(Note G) contain particulars of the discount to be allowed or allowed as the 
case may be (Note H), on the issue of the shares, or of so much of that 
discount as has not been written off at the date of the issue of the prospectus 
or at the date up to which the balance-sheet is made, as the case may be 
(Note J). 

(4) If default is made in complying with Sub-section (3) of this section, 
the company and every officer of the company who is in default shall be 
guilty of an offence. 

Penalty: Five pounds (Note K). 

(English Act s. 47, Q. Act s. 59, S.A. Act s. 64.) 
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A. “Subject as provided in this section, it shall be lawful for a company to 
issue” in Eng. and Q. Acts. ; 
“Subject as hereinafter provided a company may issue” in S.A. Act. 

. “must be” in Eng., Q. and S.A. Acts. 

. “must specify” in Eng., Q. and S.A. Acts. 

. “Not less than one year must at the date of the issue have elapsed” in 
Eng., Q. and S.A. Acts. 

. “must be” in Eng., Q. and S.A. Acts. 

. “may allow” in Eng., Q. and S.A. Acts. 

. “must” in Eng., Q. and S.A. Acts. 

. “allowed” in Eng., Q. and S.A. Acts, in lieu of words in italics, 
“issue of the document in question” in Eng. and Q. Acts, in lieu of 
words in italics. 

“making or issue of the document in question” in S.A. Act, in lieu of 
words in italics. 

K. The Q. Act has a sub-section (3) reading as follows (sub-section (3) 

in the N.S.W. Act being numbered (4)): 

(3) Notwithstanding anything to the contrary contained, a com- 
pany, when issuing shares at a discount, shall in the first place offer 
such issue of shares to their existing shareholders proportionately to 
the number of shares presently held by any such existing shareholder. 


[rom oow 


NOTES ON THE NEW PROVISIONS 


1. The shares to be issued at a discount must be shares of a 
class already issued, i.e., the section does not authorise the 
creation or issue of a special class of shares at a discount. 

2. The issue of the shares at a discount must be authorised by 
a resolution of the company—this means an ordinary reso- 
lution. 

3. The resolution must specify the maximum rate of discount 
at which the shares are to be issued. 

4. At the date of issue of the shares at a discount not less than 
one year must have elapsed since the date on which the com- 
pany was entitled to commence business. 

5. The sanction of the Court to the proposed issue must be 
obtained, and the Court may sanction the issue on such 
terms and conditions as it thinks fit. 

6. The shares to be issued at a discount must be issued within 

one month after the date on which the issue is sanctioned 

by the Court, or within such extended time as the Court may 
allow. 

In Queensland only, the shares intended to be issued at a 

discount must in the first place be offered to the existing 

shareholders of the company (apparently to all classes of 
shareholders) proportionately to the number of shares then 
held by each shareholder. (The wording of this clause 1s 

a masterly specimen of bad draftsmanship.) 

8. Every prospectus relating to the issue of the shares at 4 
discount must contain particulars of the discount to be 
allowed on the issue of the shares, or of so much of that 
discount as has not been written off at the date of the issue 
of the prospectus. 

Every balance-sheet issued by the company subsequently 
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to the issue of the shares at a discount must contain particu- 
lars of the discount allowed on the issue of the shares, or 
of so much of that discount as has not been written off at 
the date up to which the balance-sheet is made up. 

(The wording of Sub-section (3) of Section 150 is not 
as clear as it might be, but the alterations made in the New 
South Wales Act are, in our opinion, an improvement on 
the wording of the English Act.) 

10. Every annual return subsequent to the issue of shares at a 
discount must contain particulars of the discount allowed, or 
of so much of that discount as has not been written off at the 
date on which the return is made (N.S.W. s. 88 (3) (g), 
Eng. s. 108 (3) (g); Q. s. 118 (3) (g); S.A. s. 129 
(1) (xii)). 

11. The penalty for not complying with the requirements set 
out in paragraphs 8 and 9 above is the default penalty of 
£5 for every day during which the offence continues, but 
the general liability of directors responsible for the issue 
of shares at a discount otherwise than in accordance with 
the provisions of s. 150 is to make good any loss to the 
company by reason of the issue of the shares at a discount. 


The Companies Acts require the power to increase or reduce 
the capital of a company to be provided in the articles of associa- 
tion of the company, but the Acts do not require the power to issue 
shares at a discount to be stated in the articles; in the latest edition 
of Palmer’s Precedents the article giving the directors power to 
allot the shares includes a power to the directors to allot shares 
“at par or (subject to the provisions of the Companies Acts) at a 
discount.” 

Because of the many restrictive conditions relating to the issue 
of shares at a discount, particularly the necessity of obtaining the 
sanction of the Court, it appears to be the considered opinion of 
many leading authorities on company finance that the provisions 
of the section will not be availed of very much. We have noticed 
three proposals to take advantage of the new provisions. We are 
aware of only one reported approach to the Court in connection 
with the section, and we state it hereunder. In the absence of any 
decisions of the Courts, it is impossible to say in what circumstances 
and under what conditions such an issue would be sanctioned. 

In the first instance of an intention to take advantage of the 
provisions of Eng. s. 47, The Edinburgh and Dundee Investment 
Co. Ltd. had a capital of £1,250,000, of which £900,000 had been 
issued and was fully paid in £540,000 44% cumulative prefer- 
ence stock and £360,000 ordinary stock. (A leading London 
financial paper stated that the company had paid a dividend of 12% 
on its ordinary shares for the preceding twelve months, but we are 
unable to ascertain any further details of the position of the com- 
pany.) The directors of the company desired to be in a position 
to issue, at a discount not exceeding 25%, 108,000 44% cumu- 
lative preference shares of £1 each, which were subsequently to 
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be converted into cumulative preference stock. At a meeting of 
the company, held on January 13, 1930, it was resolved (1) that 
108,000 of the unissued 44% cumulative preference shares of £] 
each should be issued to the public, or otherwise, at a discount of 
not more than 25%, and (2) that the directors should be authorised 
to take all necessary steps for offering such shares to the public, or 
otherwise. In applying to the Court for its sanction to the scheme, 
the company averred that, in view of the fluctuations in market 
value, and the need to offer the shares on attractive terms, it was 
necessary that they should have a latitude in deciding upon the 
price of issue; and, accordingly, they asked authority from the 
Court to issue the shares at a discount not exceeding 25%. They 
also craved the Court, in terms of s. 47 (1) (d), to sanction the 
extension of the time within which the shares might be issued, to 
two years, and averred that, if the period of issue were restricted 
to one month, as mentioned in the sub-section referred to, the 
restriction would operate adversely to the petitioner’s interest. The 
proposed extension of the period of issue to two years might be 
longer than was primarily contemplated by Section 47 (1) (d), 
but the circumstances disclosed were familiar incidents of invest- 
ment company management. 

In Scotland, the practice of the Court in connection with com- 
pany petitions for the reductions of capital, alterations to memo- 
randum, etc., is to remit each petition to a Reporter (usually a prac- 
tising lawyer, well versed in the matters dealt with in the petition), 
and whose report is considered by the Court in dealing with the 
petition. In this case the company requested the Court of Session 
to dispense with referring the petition to a Reporter. The Court, 
however, after pointing out that the discount limit was large, and 
the period contrasted with the single month primarily contem- 
plated by the Act, refused to deal with the petition immediately, 
and remitted it toa Reporter. (/n re The Edinburgh and Dundee 
Investment Co. Ltd. (1930) S.C. 681). We are unable to trace 
any further proceedings in the matter, but the Stock Exchange 
Official Intelligence, issued by the Stock Exchange, London, con- 
tains the following statement in connection with the capital of the 
company : 

“Latest issues for cash—preference shares of £1 (since con- 
verted into stock) ; 108,000, between May/Nov., 1930, at 
83%.” 

It is to be inferred from this that the issue was placed at a discount 
of 17%. 

In the second instance, the company had sustained heavy losses, 
including a loss of £26,006 for the last fifteen months of income. 
An attempt to raise new capital by an issue of debentures had been 
unsuccessful. The directors then proposed to reduce the shares 
from 5/- to 6d. each, after which they were to be consolidated into 
shilling shares. It was then proposed to increase the capital by the 
creation of a number of new shares, of which 1,028,625 were in the 
first instance to be offered to existing holders at a 50% discount. 
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This issue was to produce approximately £25,000, the amount of 
the indebtedness of the company. 

In the third case, the company convened a meeting of its mem- 
bers to consider a resolution to increase the share capital from 
£3,000,000 to £3,500,000 by the creation of 2,000,000 additional 
shares of 5/- each. It was then to be proposed that the directors 
be authorised to issue to the public or otherwise, at a discount not 
exceeding 154%, 800,000 shares of 5/- each, as 44% preference 
shares, ranking in all respects pari passu with the existing 44% 
preference shares or preference stock. 

We are unable to trace any application to the Court in connec- 
tion with the matter, but it is stated in The London Stock Ex- 
change Official Intelligence that 800,000 preference shares of 5/- 
each in the company were issued privately in 1930 at 844% (less 
1% commission). 

The position of the company in the third case was remarkable. 
The general impression is that the power to issue shares at a dis- 
count was for the benefit of companies in financial difficulties, but 
this particular company had been, and still was, a most successful 
company, having paid a dividend of 20% on its £446,250 ordinary 
shares for several years, in addition to creating strong reserves and 
retaining undivided profits of adequate proportions. Further, the 
company had recently issued to ordinary stockholders 900,000 5% 
preference shares of 5/- each, with 2/6 per share paid out of 
reserves ! 


Mortgages and Charges by Companies 
by 


Str ARTHUR ROBINSON, K.C.M.G., AND Mr. J. B. Harper, 
M.A., LL.B. 


A Paper read to a Meeting of the Federal Institute of Accountants’ 
Students’ Society on Monday, May 17, 1937, by Mr. J. B. Harper. 


[Sir Arthur Robinson desires it to be understood that the opinions 
expressed in the paper on projected legislation are his, and that Mr. 
Harper ought not to be burdened with responsibility for these 
opinions.—Ed. “A.A.’’} 


In dealing with the subject of “Mortgages and Charges by 
Companies” I propose first to say something of the nature of 
mortgages and charges in general, and of the powers of companies 
to create them; then to mention some of the ways in which com- 
panies may mortgage or charge their property, and in particular 
to discuss the nature of debentures issued by companies; next, 
to consider the statutory provisions for registration; and finally 
to make some comments on the amendments of the law proposed 
in the new Companies Bill introduced into the Victorian Parlia- 
| ment last session. 
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If a private person wishes to raise money on the security of his 
assets, there are various ways in which he may do so. He may 
execute a legal mortgage of his land; he may give a bill of sale 
over his personal chattels; he may deposit his title deeds or Certi- 
ficate of Title with his banker to secure his overdraft ; he may give 
a lien over his growing crops or over the unshorn wool of his 
sheep. These are only some of the ways in which he can give an 
effective security over his assets. But by whatever name the 
particular method of giving may be called, all come within the 
category of “mortgages and charges.’ 

Perhaps at the outset I should attempt to differentiate between 
the two terms. Both imply the giving of some form of security for 
the payment of a sum of money or the discharge of an obligation 
But the term “mortgage” has a strict technical meaning, derived 
from a long and interesting history. 

A “mortgage,” or “dead pledge,” according to Blackstone (Vol. 
II, p. 158)—when dealing with a mortgage of landed property— 
is where a man borrows of another a specific sum and grants him 
an estate in fee in that property on condition that if he (the 
mortgagor) shall repay the sum to the mortgagee on a certain day 
mentioned in the deed, then the mortgagee shall re-convey the 
estate to the mortgagor. The land which is put in pledge is by 
law, in case of non-payment at the time limited, for ever dead and 
gone from the mortgagor, and the mortgagee’s estate is then no 
longer conditional, but absolute. But though this was so at law, 
the Chancellors, representing the King’s residuary powers as the 
fountain of justice, stepped in to assist the oppressed mortgagor by 
holding that, even though the stipulated time for payment had 
passed, there remained to him an “equity of redemption,” and they 
accordingly allowed him at any reasonable time to pay off the mort- 
gage and redeem his estate, though this right would be lost if, after 
giving due notice, the mortgagee had exercised his powers of fore- 
closure or sale. 

Strictly, then, a mortgage is a conveyance or assignment of 
property, whether real or personal, as security for the discharge of 
some obligation, the security being redeemable on the discharge 
of the obligation. I emphasise that it is a conveyance or assignment 
because, historically, it is this factor which has given rise to what 
I think must now be regarded as the distinguishing mark of a 
mortgage, namely, the right to foreclose. The right to “foreclose” 
is the right which accrues to the mortgagee upon default, and after 
taking certain proceedings in the Courts of Equity, to become the 
unconditional owner of the mortgaged property. This right may 
be contrasted with the right of sale, which is the usual way of 
enforcing a charge other than a mortgage. When the secured 
property is sold under a power of sale, the mortgagee is only 
entitled to receive out of the proceeds of the sale the amount owing 
to him for principal and interest, together with the expenses of the 
sale. The rest belongs to the mortgagor. But when the right of 
foreclosure is exercised, all the “equity” of the mortgagor goes, 





1937 


and 
ever 


whe 
exp! 
depc 
rem 
in ct 
of Li 
land 
it to 
from 


of th 
or ft 
in ea 
it is 
sale « 


ment 
cours 
that 

in ad 
mort; 
forec 


WI 
an in 
gages 
partic 
arises 
artific 
whict 








or 


ay 


ed 
ily 
ng 
he 
of 


es, 








1937 THE AUSTRALIAN ACCOUNTANT 363 





and the property becomes the absolute property of the mortgagee, 
even though its value exceeds the mortgage debt. 

The word “mortgage” is frequently used in a less strict sense 
where there is no actual conveyance, but only an agreement, 
express or implied, to convey; for example, in a mortgage by 
deposit of title deeds. But I think the right of foreclosure has 
remained the essential and distinctive characteristic of a mortgage 
in contrast to other forms of security. Thus, under the Transfer 
of Land Act, one of the objects of which is to facilitate dealings with 
land, a “mortgage” of land takes effect without any conveyance of 
it to the mortgagee, but the right to foreclose which originally arose 
from the conveyance is vested in the mortgagee by statute. 

A “charge” in contrast is a wide general term for the securing 
of the payment of a sum of money out of some particular property 
or fund. The rights attaching to the charge are to be determined 
in each case by reference to the instrument or agreement by which 
it is created or arises, but usually the charge can be enforced by 
sale of the property charged, as I have mentioned earlier. 

In so much as a mortgage provides for the securing of the pay- 
ment of a sum of money out of the property mortgaged, it is, of 
course, a charge. But its essential character arises from the fact 
that it is something more than a charge. It is a charge in which, 
in addition, the property charged is conveyed or transferred to the 
mortgagee, and which, in consequence, carries with it the right of 
foreclosure. 


POWERS OF COMPANIES TO MORTGAGE OR CHARGE THEIR 
PROPERTY 


When we turn to mortgages and charges created by companies, 
an initial question arises which does not arise in regard to mort- 
gages and charges by natural persons. It is as to the power of the 
particular company to create a mortgage or charge. The question 
arises because a company, unlike a natural person, is merely an 
artificial creation of the law, and as such has only those powers 
which the law concedes to it. 

To answer this preliminary question, it is necessary to consider 
separately the different kinds of incorporated company recognised 
by the law. They are: 

1. Companies incorporated by Royal Charter. 

2. Companies incorporated by special Act of Parliament. 

3. Companies incorporated under the Companies Acts. 

A company which is incorporated by charter (such as The Bank 
of Australasia) can ordinarily, by deed under its corporate seal, 
mortgage or charge any part of its property in the same way as 
tan a natural person who is of full age. 

Corporations created by special statute (such as the Melbourne 
Harbour Trust, State Electricity Commission and others) derive 
their powers of raising money by mortgage or charge from the 
statutes under which they are incorporated. They cannot do so 
if their Act forbids them, and except where the borrowing is 
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properly incidental to the course of their business they cannot do 
so without express statutory authority. 

A company regulated by the Companies Acts has power to bor- 
row money upon mortgage if such power is given either expressly 
or by implication by its Memorandum of Association. Where the 
Memorandum gives express power no difficulty occurs. Where 
it does not give express power, in what circumstances does the 
implication arise? 

In determining this latter question, it now seems well settled 
by authority that it is necessary to distinguish between trading 
companies and non-trading companies. 

A trading or commercial company has an implied power to 
borrow and to mortgage or charge all or any part of its property 
to secure the money so borrowed, although no express power to 
borrow or to mortgage or charge its property is given to it, pro- 
vided that such borrowing or giving security is not expressly 
prohibited. 

Where the company is not a trading or commercial undertaking, 
no power of borrowing is implied, and in such a case the company 
can only borrow if authorised to do so by its Memorandum of 
Association. (Halsbury, Laws of England, 2nd Ed., Vol. V, p. 
464.) 

There is one other qualification which I should mention here. 
It is the rule that at Common Law a corporation acts and speaks 
only by its Common Seal. This rule no longer applies to trading 
companies formed under the Companies Act. With regard to 
mining companies under Part II of that Act, however, it would 
appear that a mortgage or bill of sale should be under seal. 
Further, it must be sanctioned at an extraordinary meeting of the 
company by the same majority as is required for an increase of 
capital, and it has no effect whatsoever until registered or filed 
with the Registrar-General. 


Ways IN WuiIcH A CompaANy May MortGaGE or CHARGE 
Its PROPERTY 

You will observe from what I have just said that the limitations 
or restrictions affecting mortgages and charges by companies arise 
not from the nature of mortgages or charges, but from the nature 
of the powers with which the law has endowed the particular com- 
pany in question. Provided the company has the requisite power 
under its Charter, or Act of Parliament, or Memorandum of Asso- 
ciation, as the case may be, a mortgage or charge created by it has 
the same validity and the same legal effect and consequences as 4 
mortgage or charge created by a natural person. 

Accordingly a company may mortgage its land in the same 
manner as a natural person. If its land is held under the general 
law it will do so by conveyance. If it has been brought under the 
Transfer of Land Act it will do so by Instrument of Mortgage under 
that Act. Likewise it may charge its land with the payment of 4 
particular sum in the same way as a natural person may. 
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Similar considerations apply with regard to bills of sale. 

A bill of sale may be defined as an assignment of chattels whereby 
the property in such chattels is intended to pass, but without pos- 
session of them being given. 

A company may mortgage its personal chattels by way of bill 
of sale, in the same manner as a natural person. One important 
practical difference, however, is that a bill of sale by way of mort- 
gage given by a company does not require registration under the 
Instruments Act. This was at one period a matter of consider- 
able doubt. The position has since been settled, however. by 
legislation now appearing in Sub-Section 10 of Section 101 of the 
Companies Act 1928. This provides that no mortgage or charge 
requiring registration under Section 101 of the Companies Act 
shall require to be filed or registered under the provisions of the 
Instruments Act 1928. As the mortgages or charges which Sec- 
tion 101 of the Companies Act requires to be registered include all 
mortgages and charges by way of bill of sale, the result of the sub- 
section is that no mortgage of the chattels of a company by way of 
bill of sale need be registered under the Instruments Act. 

The two methods I have mentioned are both formal ways by 
which a company may mortgage its land or chattels as the case may 
be. But as with a natural person, so with a company, there are 
other less formal ways by which a charge may be created over its 
property. Subject to the requirements of registration, which I 
shall deal with later, any properly executed instrument or agree- 
ment by which it is mutually intended that the payment of a par- 
ticular sum is to be charged on any property of the company will, 
provided valuable consideration has been given for it, be sufficient, 
and will bind that property in the hands of the company with the 
payment of the sum. 


DEBENTURES 

There is one form of borrowing, however, which, while not 
limited in any way to companies, has become by adoption their 
special domain. This is by the issue of debentures and debenture 
stock. 

Before discussing the important question, “What is a deben- 
ture?” let me, for the sake of keeping our view of the subject of 
this paper clear, draw your attention to the division of debentures 
into two classes: first, those which contain a mortgage or charge, 
and which, for that reason, are frequently spoken of as “mortgage 
debentures” ; and, secondly, those which do not contain a mortgage 
or charge, and which, accordingly, are often spoken of as “naked 
debentures.” 

Now, if you will recall the title of this paper, you will see that 
itis only the first class, consisting of debentures which contain a 
mortgage or charge, that we are properly concerned with to-night. 
But I think this is a case where it is difficult to have a proper under- 
‘tanding of the species without some knowledge of the genus, and 
E 
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therefore, at the expense of straying from the strict boundaries of 
our subject, I intend to say something of debentures generally. 

In one of the leading cases on the question, ““What is a deben- 
ture?” that of Levy v. Abercorris Co., 27 Ch. D. 260, Chitty J. 
made this remark: : 

“I cannot find any precise legal definition of the term, it is not either in 
law or commerce a strictly technical term, or what is called a term of art.” 
Now, the fact that it is not a term of art has important practical 
consequences for these reasons: The question, “What is a deben- 
ture?” arises generally where the term is used in legislation impos- 
ing statutory obligations in respect of them. It is, therefore, often 
most important to discover exactly what documents are covered by 
the particular legislation, and in the absence of assistance from the 
Act itself, and since the term is not—like the terms “‘bill of ex- 
change” or “promissory note’’—a term of art, the only guide in 
ascertaining what documents are intended to be included in the 
term is that of current commercial usage. What is the current 
commercial usage is, however, most difficult to ascertain with exact- 
ness, and hence it is likely that there will continue to be much 
important litigation as to what is included in the term “debenture.” 

Perhaps we can best see how the question arises by looking at 
one or two of the decided cases. In the case which I have just 
mentioned—that of Levy v. Abercorris Co.—the question arose in 
this way. Levy had lent to the Abercorris Co. the sum of £600, 
and the company had given to him a document whereby it agreed 
to repay the sum to him at a fixed date, together with interest at 
10%, and in addition it charged certain hereditaments with the 
repayment of the sum and interest, and further agreed to give 
when called upon to do so a legal mortgage of the hereditaments, 
and to issue to Levy debentures of the company to the extent of 
£600, secured over its assets, both present and future. On de- 
fault, Levy sued the company on the document, and the company 
took the legal objection that the document should have been regis- 
tered as a bill of sale, and that not having been so registered it was 
void. Now, the English Bills of Sale Act exempts from the neces- 
sity of registration “debentures” issued by an incorporated com- 
pany secured on the capital, stock or goods, chattels and effects of 
such company. Accordingly, Levy’s answer to the company’s 
objection was that the document was a “debenture” of this nature, 
and hence within the exemption. 

The Judge, therefore, had to decide whether the document was 
or was not such a “debenture.” “In my opinion,” he said, “a 
debenture means a document which either creates a debt or acknow- 
ledges it, and any document which fulfils either of these conditions 
is a ‘debenture’.” He then examined the document in question, 
and proceeded thus: “Now this document, it seems to me, is one 
which creates a debt, shows the existence of a debt, and acknow- 
ledges it.” It was, therefore, a debenture, and since it was issued 
by an incorporated company, and secured on the goods, chattels 
and effects of the company, he held that it was such a debenture 
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as fell within the exemption, and so was not void for want of 
registration as a Bill of Sale. 

There can be no doubt, I think, that the primary characteristic of 
a debenture, its central idea, is an acknowledgment of a debt. This 
is implied in the etymology of the term, which is direct from the 
Latin “debentur’”—“they are due.” And as we have seen from 
the dictum of Mr. Justice Chitty, it would appear to be the only 
essential characteristic. But if the acknowledgment of indebted- 
ness is the sole criterion, the term is wide enough to include bills 
of exchange, 1.0.U.’s, promissory notes, and many other docu- 
ments which are not by commercial usage classed as “debentures.” 

This fact has led Palmer to suggest (see the 14th Edition of his 
Company Precedents, Part III, p. 3) that for a document to be a 
debenture according to commercial usage, there must be present, 
in addition to an acknowledgment of indebtedness, some other 
recognisable characteristic or characteristics—for example, that 
the debenture is one of a series, that it is to rank pari passu with 
others of the same series, or that it contains a floating charge, or 
some other common characteristic of “a debenture” as the term is 
usually employed in commercial circles; and accordingly he gives 
(14th Edition, Part III, p. 3) the following rough description: 

“Taking the test of conventional or commercial usage, a debenture may be 
roughly described as an instrument under the seal of a company and pro- 
viding for the payment of a principal sum and interest at a specified rate, 
and being usually one of a series of like debentures ranking pari passu, and 
carrying a charge or secured on the company’s undertaking.” 

Palmer points out that, while this description will be found in 
most cases to be fairly accurate, it is no more than a description of 
the usual features of a “debenture,” and it by no means follows that 
every debenture must contain each of these features. Thus, a 
debenture need not be one of a series. The issue of a single deben- 
lure is quite common, especially by proprietary companies. Nor is 
the issue of debentures confined to companies. Clubs and other 
unincorporated associations have issued debentures; so, too, have 
individuals, as witness the famous ‘“‘Tichborne debentures.” A 
debenture need not be under seal; it need not provide for the pay- 
ment of a specified principal sum at a specified date; it need not 
arry interest. It may be payable out of profits only, or subject to 
conditions. As I mentioned earlier, it need not contain a charge— 
the term “debenture” does not imply security. Nor is it necessary 
that it should purport on its face to be a debenture. 

The point of Palmer’s description, I think, however, is this: that 
inhis view a definition such as that of Chitty J., while it emphasises 
the essential characteristic of a debenture, namely, the acknow- 
kdgment of indebtedness, is by itself too wide, and that for a docu- 
ment to be a debenture in law, it must contain, in addition, some 
ther of the accepted indicia of “debentures” as the term is used 
commercial circles. 

His view obtained some judicial recognition in a recent case of 
auch importance in this regard decided by the Court of Appeal in 
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England, though the case re-emphasises that the primary qualif- 
cation of a debenture is the acknowledgment of indebtedness. Ip 
Lemon v. Austin Friars Investment Trust Ltd., reported in 1926 
Ch. 1, the Investment Company, in order to raise money for the 
purposes of its undertaking, issued £1,400,000 income stock, pay- 
able only out of profits; £2,100 of this stock was subscribed for by 
and issued to the plaintiffs, Lemon and his partner. In the docu- 
ment called an “income stock certificate” issued to the plaintiffs, 
the company acknowledged its indebtedness to them in that sum, 
payable only out of profits, and it was provided that three-fourths of 
the net profits of the company of each year should be applied 
towards paying off the income stock pari passu. It was also stated 
that the certificate was one of a series, and that the stock was to rank 
part passu, that the company would keep a register of the certi- 
ficates, with the names of the registered holders thereof, and power 
was given to the holders of three-fourths of the certificates for 
the time being outstanding to sanction any modification of the rights 
of the certificate-holders which might be proposed by the company. 

The company established a register of holders of the certificates, 
but refused to allow the plaintiffs to inspect it. Now, under Section 
102 of the English Companies Consolidation Act 1908, as under 
Section 110 of our own Companies Act, every register of holders 
of “debentures” of a company must be open to the inspection of 
the registered holders. The plaintiffs argued that the certificates 
were debentures, hence the register was a register of “debentures,” 
and accordingly they were entitled under the Act to inspect it. The 
defendants denied that the documents were debentures within the 
meaning of the Act. 

It was held by Lawrence J., and affirmed by the Court of Appeal, 
firstly, that the certificates fulfilled the primary qualification of 
“debentures,” namely that they contained an acknowledgment of 
indebtedness, notwithstanding that the debt was only payable in 
the future upon the contingency of profits being earned by the 
company ; and, secondly, that as the certificates contained further 
common characteristics of a debenture—namely, a charge on 
assets of the company, although consisting of only a portion of the 
profits as and when ascertained, and other indicia such as the fact 
that they were part of a series ranking pari passu—they were de- 
bentures within the meaning of Section 102 of the Companies 
Consolidation Act 1908. Accordingly, the Court held that the 
holders were entitled to inspect the register. 

You will gather from what I have said, and from the cases I have 
quoted, that there is at present no precise test as to what is or what 
is not regarded in law as a “debenture.” As most of the legisla- 
tion under which the question arises imposes obligations in respect 
of debentures, it is obvious that it is to the advantage of companies 
that as narrow an interpretation as possible should be placed on 
the term, and that the wide meaning derived from its etymology, 
and supported by the dictum of Chitty J. in Levy v. Abercorns 
Company should be cut down. I expect, therefore, that there will 
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be much litigation, in which attempts will be made to confine the 
term within the narrowest limits possible, before it attains in law 
a precise definition. 

In the meantime, I think the practical conclusion to be drawn 
is this: that where a company issues a document containing an 
acknowledgment of indebtedness, then if the document bears any 
other of the common indicia of debentures in the generally 
accepted commercial sense, such as being one of a series ranking 
pari passu, or containing a charge on any of the assets of the com- 
pany, the only safe course is to assume that it would be held by 
the Courts to be a debenture. 

Before leaving this discussion of debentures generally, I should 
like to mention briefly two other types of document which have now 
become common. The first is the issue by companies of notes, not 
containing any charge on the company’s assets, but having as their 
attraction the high rate of interest which they normally carry. This 
has become a popular method of raising money by companies in 
England, especially in the case of mining companies. It follows 
from what I have already said that these notes—at any rate if they 
are part of a series—would probably be held to be debentures. 

The second class of documents to which I refer are the forestry 
bonds or timber certificates commonly issued by forestry companies, 
and in passing I would mention a case of some importance decided 
by the Full Court of Tasmania, and reported in 1932 Tasmanian 
Law Reports, at page 15, under the name of Jn re The Tasmanian 
Forests and Milling Co. Pty. Ltd. In this case a Tasmanian com- 
pany had issued forestry bonds or timber certificates, under which 
the holders had some right to share in the management of the 
enterprise. The validity of these certificates was challenged. During 
the course of the argument before the Court, counsel raised the 
question whether the bonds were or were not debentures. The 
Court, however, decided the case on quite different grounds, which, 
though outside the scope of this paper, are of considerable interest. 
It held that the certificates, if valid, would have constituted between 
the company and the 300 odd certificate-holders a contract of part- 
nership for the purpose of carrying on a business that had for its 
object the acquisition of gain. Under Section 9 of the Companies 
Act 1928, and under a similar section in the Tasmanian Companies 
Act, no company, association or partnership of more than twenty 
persons may be formed for the purpose of carrying on any business 
that has for its object the acquisition of gain by the company, asso- 
cation or partnership, or by the individual members thereof, 
unless it is registered as a company under the Act, or is formed in 
pursuance of an Act of Parliament or Letters Patent. Such a part- 
nership as would be constituted if the certificates were valid would, 
therefore, infringe the Act, and the Court held accordingly that the 
certificates were void. 

Finally, in this connection, let me mention two provisions of the 
tew Victorian Companies Bill which, if they become law, will be 
important in considering whether a document is or is not a deben- 
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ture for the purposes of that Bill. The first is the provision in 
Clause 3, which states that “debenture” includes debenture stock 
bonds and any other securities of a company, whether constituting 
a charge on the assets of the company or not. The second is in the 
clause prohibiting the hawking of shares (Clause 356). It pro- 
vides that for the purposes of that clause the word “shares” includes 
“debentures,” and (without affecting the generality of the expres- 
sion “debentures’’) all such documents (commonly referred to as 
“bonds”) as confer, or purport to confer, on the holder thereof any 
claim against the company, whether such claim is present or future 
or certain or contingent or ascertained or sounding only in damages, 

Let us now turn, however, to that class of debenture which alone 
comes strictly within the scope of this paper, namely, debentures 
issued by companies which bear either on their face, or by reference 
to some other document, such as a trust deed, a charge on the assets 
or undertaking of the company. I mentioned earlier that they were 
frequently called “mortgage debentures,” to distinguish them from 
“naked debentures,” which do not contain a mortgage or charge, 
though in ordinary parlance the distinction is not always expressed. 

Mortgage debentures may vary according to the mode in which 
the charge or mortgage is annexed. They usually take one of 
three forms: 


(1) Mortgage debentures secured by a trust deed (the charge 
being contained in the trust deed). 

(2) Mortgage debentures secured by a charge therein con- 
tained. 

(3) Mortgage debentures secured by a trust deed and also 
by a charge contained in the debentures themselves. 


The chief advantages of a trust deed are those of convenience 
and security to debenture holders. Trustees are appointed to watch 
and protect the interests of the debenture holders. The assets of 
the company over which the charge is given are charged in favour 
of the trustees, who are thus able to enforce the charge on behalf 
of the debenture holders. The advantages may be summarised thus: 

(1) If the company makes default the trustees are there 

ready to protect the interests of the debenture holders 
and charged with the duty of doing so. 

(2) The legal estate in the property charged can be vested 
in the trustees or protected by a charge by way of legal 
mortgage, otherwise their title is merely an equitable one 
and may, in certain circumstances, be postponed to 4 
subsequent encumbrance. 

Trustees can be empowered to convene meetings for the 

debenture holders to ascertain their wishes and, if neces- 

sary, exercise powers of control. 

(4) Trustees can be enabled to do a variety of things at the 
request and concurrence of the company, e.g., to effect 
sales, exchanges and leases, and thus the security can be 
made effective without interfering with the business. 


(3 
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The company can be under covenant to do many things 
which in the interests of the debenture holders are 
necessary, e.g., to insure, to repair, etc., and in default 
a trustee can be given power to do these things at the 
expense of the company. 

The next question which calls for our attention is as to the 
property of the company which may be mortgaged or charged 
under a debenture. A debenture may contain a mortgage or charge 
of any specific property of the company. This has always been 
recognised. The feature which has ensured the popularity of 
mortgage debentures as a mode of borrowing by a company, how- 
ever, has not always been recognised. It is that they may contain 
a floating charge on all the property of the company, both present 
or future.” There was at one time a notion that a general charge 
upon all the property of a company present and future was w/tra 
vires. This notion is now completely exploded. 

The validity and effect of a floating charge was first judicially 
recognised in the case of Jn re Panama, New Zealand and Australia 
Royal Mail Co. (1870) L.R. 5 Ch., App. 318. In this case 
a steamship company had issued mortgage debentures charging 
“the undertaking (of the company) and all sums of money arising 
therefrom” with repayment at a specified time of a sum of money 
borrowed by the company, together with interest thereon. The 
Court held that the debenture holders acquired a charge upon all 
the property of the company, past and future, by the use of the 
term “undertaking,” and that they were entitled to be paid out of 
the property of the company in priority to the general creditors. 
In the course of the judgment the learned Judge who delivered the 
judgment of the Court said that “the word ‘undertaking’ necessarily 
infers that the company will go on’’—thus expressly recognising 
the feature which has proved the most beneficial and convenient 
characteristic of the charge ; and he also remarked that he could see 
no inconvenience in a security of this nature. Far from there being 
any substantial inconvenience, this form of security has approved 
itself to the commercial community and the investing public as of an 
eminently convenient type. 

The main characteristics of a floating charge are summarised by 
Palmer, Company Precedents, 14th Edn., Part III, p. 65, thus: 

(a) It operates as an immediate and continuing charge on 
the property charged, subject only to the company’s 
powers to deal with the property in the ordinary course 
of its business, or as provided by the contract. 

(b) Whilst it floats it leaves the company at liberty to create 
specific mortgages ranking in priority to the floating 
charge. 

(c) Notice of the floating charge whilst floating does not 
postpone subsequent specific mortgages. 

(d) It is valid as against the general creditors in winding-up 
or otherwise, but is not whilst it floats completely effec- 

tive as against an execution creditor. 
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(e) It is postponed to preferential claims. 

(f) Unless otherwise agreed, it retains its floating character 
until a receiver is appointed or a winding-up commences 
or the company stops business. 

The nature of a floating charge has also been well described by 
Lord Macnaghten in the case of Government Stock v. Manila 
Railway Co. (1897) A.C., at p. 86, in the following passage : 

“A floating security is an equitable charge on the assets for the time being 
of a going concern. It attaches to the subject charged in the varying con- 
dition in which it happens to be from time to time. It is of the essence of 
such a charge that it remains dormant until the undertaking charged ceases 
to be a going concern, or until the person in whose favour the charge is 
created intervenes. His right to intervene may, of course, be suspended by 
agreement. But if there is no agreement for suspension he may exercise 
his rights whenever he pleases after default.” 

With this description of a floating charge, let us now turn from 
our review of the ways in which a company may mortgage or charge 
its property, to the provisions for the registration of mortgages 
and charges by companies. 


REGISTRATION OF MORTGAGES AND CHARGES 

You are, I have no doubt, aware that if a company to-day gives 
a mortgage or charge over its assets, in most cases that mortgage 
or charge will be void unless filed with the Registrar-General for 
registration within thirty days after the date of its creation. This, 
however, has not always been the case, and in fact the provisions 
for avoidance in default of registration are comparatively yew. 

Originally there was no provision at all for the registration of 
mortgages and charges whether given by natural persons or by 
companies. The absence of such provisions had two grave com- 
mercial disadvantages. In the first place it meant that there was 
no way of ascertaining what property of a company or individual 
was charged or mortgaged. Unscrupulous persons and companies 
were thus able to carry on business with a false air of prosperity, 
and so gain credit, when in fact the property with which they made 
their display of prosperity was already heavily mortgaged or 
charged. Secondly, the creation of several unregistered charges 
over the same property is bound to raise difficult questions as to 
their respective priorities. 

The purposes of registration of mortgages and charges are 
therefore twofold—first to give to the world notice that such 
mortgages and charges exist; and secondly, to give to such regis- 
tered mortgages and charges priority over unregistered mortgages 
and charges. 

General provisions for the registration of mortgages and charges 
by companies are found as early as 1845 in the English Companies 
Clauses Act of that year. At the time this Act was passed there 
was no general Companies Act under which companies could be 
formed, as there is now, and companies if not incorporated by 
Royal Charter could only be incorporated by special Act of Parlia- 
ment. The object of the Act of 1845 was to consolidate into one 








wit! 
or 
and 
thei 
maj 
Mo: 
in 
I 
be | 
\ 
of 1 
ing 
plyi 
con 
whi 
was 
E 
evel 
of a 
com 
mor 
or ¢ 
the 
pro\ 
cred 
T 
spee 
Eng 
in it 
of a 
tion 
the ] 
thou 
defa 
in a 
both 
this | 
comy 
mem 
plate 
knov 
TI 
stran 
it dic 
ing t 




















THE 





AUSTRALIAN 





1937 ACCOUNTANT 373 
general Act the provisions relating to the constitution and manage- 
ment of joint stock companies which were usually inserted by 
Parliament in the special Acts incorporating such companies. 

Section XLV of the Companies Clauses Act 1845 was in these 
terms: 

“A Register of Mortgages and Bonds shall be kept by the Secretary and 
within fourteen days after the date of any such Mortgage or Bond an Entry 
or Memorial specifying the number and date of such Mortgage or Bond 
and the sums secured thereby, and the names of the parties thereto, with 
their proper additions, shall be made in such Register, and such Register 
may be perused at all reasonable times by any of the shareholders or by any 
Mortgagee or Bond Creditor of the company or by any person interested 
in any such Mortgage or Bond without fee or reward.” 

It also provided that transfers of mortgages and bonds should 
be registered. 

When the British Parliament passed the historic Companies Act 
of 1862, under which any seven or more persons could by subscrib- 
ing their names to a Memorandum of Association, and by com- 
plying with the provisions for registration, form an incorporated 
company, the principle of registration of mortgages and charges 
which had found its way into the Companies Clauses Act of 1845 
was also adopted in respect of companies formed under the new Act. 

By Section 43 of the Companies Act 1862 it was provided that 
every limited company under that Act should itself keep a Register 
of all mortgages and charges specifically affecting property of the 
company, and should enter in that Register in respect of each 
mortgage or charge a short description of the property mortgaged 
or charged, the amount of the charge so created, and the names of 
the mortgages or persons entitled to such charge. Further, it 
provided that the Register should be open to inspection by any 
creditor or member of the company at all reasonable times. 

This most important and beneficial legislation of 1862 was 
speedily adopted in Victoria. A Companies Statute based on the 
English Act was passed by the Victorian Parliament in 1864, and 
in it were embodied the provisions for the keeping by the company 
of a Register of mortgages and charges which I have just men- 
tioned. I wish to emphasise the fact that under both these Acts 
the Register was kept by the company itself, and failure to register, 
though it rendered the officers who had been responsible for the 
default liable to penalties if the default were wilful, did not affect 
in any way the validity of the mortgage or charge. Furthermore, 
both the English Act of 1862 and the Victorian Act of 1864 had 
this important defect, that under them the right of inspection of the 
company’s Register of charges was given only to creditors and 
members of the company, but not to persons who might contem- 
plate dealing with the company and who would naturally wish to 
know the financial position of it. 

The idea of a public Register open to the inspection of all, 
strangely enough received legislative recognition in Victoria before 
it did in England, though the provisions of the Victorian Act adopt- 
ing the idea were based on an English Companies Bill then before 
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the Parliament at Westminster. The Victorian Act I refer to js 
the Companies Act of 1896. This Act applied to all mortgages 
and charges of uncalled or unpaid capital of the company, all 
mortgages and charges of any other property created by instru. 
ments which, if given by an individual, would require registration 
as bills of sale, all mortgages and charges for the purpose of 
securing any issue of debentures, and also to floating mortgages 
and charges on the undertaking or property of the company. It 
provided that no such mortgage or charge should be operative or 
have any validity in law or equity unless in writing and unless 
registered in the office of the Registrar-General within thirty days 
of its creation. 

It also contained special provision for registration of a series 
of debentures similar to those at present in existence. 

It is interesting to notice, in view of a similar proposed amend- 
ment introduced in the new Victorian Companies Bill, that under 
this Act of 1896 no mortgage or charge of uncalled or unpaid 
capital, or of any other property created or evidenced by an instru- 
ment which, if executed by an individual, would require registra- 
tion as a Bill of Sale or an Assignment of Book Debts, could be 
registered unless fourteen days before registration notice of inten- 
tion to register had been lodged at the Registrar-General’s office 
and advertised in two daily papers. Any creditor could at any time 
within fourteen days of such notice enter a caveat against such 
registration as being prejudicial to or likely to hinder, defeat or 
delay the claims of such creditor. The mortgage or charge could 
not be registered until the caveat had been withdrawn, but 
machinery was provided by which the question whether the caveat 
should stand or be withdrawn could be decided by the Court. 

Four years later, in 1900, the English Act containing provisions 
for the registration in a public office of mortgages and charges 
created by companies was passed. These provisions, though funda- 
mentally similar to those of the Victorian Companies Act of 1896 
which we have just examined, were different in several important 
respects. There was not, for instance, any provision for the lodging 
of caveats; and there were important differences in respect of the 
consequences of failure to register within the prescribed time. 
Under the Victorian Act of 1896, failure to register, as we have 
already seen, rendered the mortgage inoperative and of no validity 
in law or equity. Under the English Act of 1900, failure to register 
rendered the mortgage or charge void only as against the liquidator 
or any creditor of the company, and only so far as any security on 
the company’s property or undertaking is thereby conferred. 

The Victorian and English legislation had thus materially 
diverged. The Victorian legislature, however, has always appre- 
ciated the convenience of having its company law uniform, as far 
as possible, with English company law. Accordingly, when in 
1910 the Victorian Parliament passed a consolidating Act, known 
as the Companies Act 1910, the opportunity was taken of restoring 
uniformity with the English companies legislation. The provisions 
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}is WJ of the Victorian Act of 1896 were therefore repealed and the 
ges provisions of the English Act of 1900 substituted for them. These 


all provisions were re-enacted in the 1915 consolidation, and again in 
Tu- the consolidation of 1928. 
ion It should be noticed, however, that though the more stringent 
of provisions for the registration in a government office of mortgages 
yes and charges by companies have thus been adopted both in England 
It and Victoria, the old provisions for the keeping of a Register by 
or the company itself at its own office were continued, and both 
ess methods of registration now appear in the Companies Act side by 
ays side. 
Let us turn briefly to the existing Victorian provisions for the 

ies registration of mortgages and charges by companies. They are 

contained in Sections 101 to 110 of the Companies Act 1928. These 
id- sections provide that every mortgage or charge created by a 
ler company after 1910 and being either: 
aid 


(1) a mortgage or charge for the purpose of securing any 
issue of debentures; or 

(2) a mortgage or charge on uncalled or unpaid share capital 

" of the company; or 

(3) a mortgage or charge created or evidenced by an instru- 

ment which, if executed by an individual, would require 

ch registration under the Instruments Act 1928; or 

~ (4) a floating charge on the undertaking or property of the 

ld company ; 


ru- 


7 oe 


ne 


ut must be registered with the Registrar-General within thirty days 





at of its creation. Unless registered within thirty days of its creation 
any such mortgage or charge shall, so far as any security on the 
ns company’s property or undertaking is thereby conferred, be void 
es against the liquidator and any creditor of the company. It should 
a- be observed, however, that though the security is gone, the obliga- 
96 tion to repay the money continues. In other words, the mortgagee 
nt or chargee ceases to be a secured creditor and becomes merely an 
ng unsecured creditor. Further, when a mortgage or charge becomes 
he void under this provision, the money secured thereby becomes 
e. immediately payable. 
ve Registration is effected by filing with the Registrar-General the 
ty instrument (if any) by which the mortgage or charge is created 
ef or evidenced, or a true copy of such instrument, together with a 
or verifying affidavit. 
mn Where a series of debentures containing or giving by reference 
to any other instrument any charge to the benefit of which the 
ly debenture holders of that series are entitled pari passu is created, 
e- there are special provisions for registering particulars of the series 
if in order to avoid the inconvenience of registering each debenture 
in separately, but a copy of the certificate of registration must be 
n endorsed on each debenture issued by the company. 
g It is the duty of the company to register every mortgage or 


charge at the Registrar-General’s office, but if it fails to do so 
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anyone interested therein may register and may recover the regis- 
tration fees from the company. 

The company must keep at its registered office a copy of every 
instrument creating a mortgage or charge. In addition, as I have 
mentioned before, the company itself is still bound to keep a Regis- 
ter of mortgages and charges, and to enter therein all mortgages 
and charges specifically affecting property of the company, giving 
in each case a short description of the property mortgaged or 
charged, the amount of the mortgage or charge and (except in the 
case of securities to bearer) the names of the mortgagees or 
persons entitled thereto. 

Both this Register and the Register kept by the Registrar- 
General are open for the inspection of the public generally. 


AMENDMENTS PROPOSED IN THE COMPANIES BILL 1936 


In the year 1928, the Parliament at Westminster passed a Com- 
panies Act which introduced numerous important amendments in 
the law relating to companies. These amendments were subse- 
quently consolidated in the English Companies Act 1929. The 
Victorian Statutes had then just been consolidated, but following 
the Victorian practice of retaining where possible uniformity with 
English company legislation, a Bill was drafted under the direction 
of the late Sir Leo Cussen incorporating what he considered to 
be the relevant provisions of the English Act of 1929. The draft 
Bill, however, was not at the time introduced into the Victorian 
Parliament, though Acts based largely on the English Act were 
subsequently passed in South Australia, New Zealand and New 
South Wales. 

The present Victorian Bill is based on Sir Leo Cussen’s draft 
Bill, but contains a number of additions and alterations. In general, 
however, the provisions and the form of the English Act of 1929 
have been adopted except where some definite reason exists to the 
contrary. 

Of particular concern to us is the fact that the new Bill includes 
a number of important amendments in the existing law, both as to 
the registration of mortgages and charges, and as to the issue of 
debentures generally. 

Let us take first the amendments relating to the registration of 
mortgages and charges. Under the new Bill the kinds of mortgages 
and charges requiring registration will be increased by the addition 
(Clause 79 (2)) of: 

(1) Mortgages and charges on calls made but not paid; 
(2) Mortgages and charges on ships or any share therein; 
(3) Mortgages and charges on goodwill, patents, licences 
under patents, trade marks, copyrights and licences under 
copyrights ; 
and also by the addition (Clause 81) of: 
(4) Mortgages and charges subsisting on property purchased 
by the company, which mortgages and charges would 
have required registration if created by the company. 
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These provisions are taken from the English Act. 

In regard to the machinery of registration, however, the Vic- 
torian Bill introduces some important differences. It has called 
up from the grave the old Victorian Act of 1896, and has taken 
over from it and extended the system of caveats and compulsory 
public notice of intention to register, which were abandoned in 
1910. 

The new Bill provides (Clause 79 (1)) that before any mort- 
gage or charge (of the kinds specified in the Act) created by a 
company can be registered by the Registrar-General fourteen days’ 
notice of intention to register must be lodged in the prescribed 
form with the Registrar-General and advertised in a Melbourne 
newspaper, and also (if the registered office of the company is not 
in Melbourne) in a local newspaper. Any creditor may at any 
time within fourteen days of the notice enter a caveat against the 
registration of the mortgage or charge as being prejudicial to or 
likely to hinder, defeat or delay his claims and no such mortgage 
or charge can then be registered unless the caveat is withdrawn. 
The company and the proposed chargee are thereupon to be noti- 
fied of the caveat and may summon the caveator to appear before 
a County Court Judge to show cause why the caveat should not 
be withdrawn, and if the caveator cannot show that the proposed 
charge will be prejudicial to or likely to hinder, defeat or delay his 
claims, the caveat may be removed. The caveator may, however, 
before the issue of the summons, withdraw the caveat voluntarily, 
and if he does not do so after satisfaction of his debt, he may be 
ordered to pay compensation. 

As we noticed earlier, provisions similar to these had been intro- 
duced in the Companies Act of 1896. But in that Act they were 
confined to mortgages and charges of uncalled or unpaid capital 
and to mortgages and charges created by instruments which, if 
executed by an individual, would require registration under the 
Instruments Act as bills of sale or assignments of book debts. Now 
the provisions for the giving of notice of intention to register and 
for the lodging of caveats have long been in force in regard to 
bills of sale and assignments of book debts by individuals, and it 
may be fairly argued that they should apply also to companies. 
3ut the new Bill proposes to extend the system to all the seven 
kinds of mortgages and charges created by companies requiring 
registration under the Act. 

In my opinion it is undesirable to impose upon a trading com- 
pany greater requirements in respect of registration of charges 
than those applicable to a trading partnership. 

With regard to the issue of debentures, the new Bill introduces 
many new and onerous provisions. I will not deal with the provi- 
sions of Clause 35 forbidding the issue of any form of application 
for debentures of a company without an accompanying prospectus 
containing a number of specified particulars. They are the same 
as those relating to the issue of forms of application for shares. 
But I should like to draw your attention to the provisions for 
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the appointment of trustees for the debenture holders. Under 
Clause 78 of the new Bill every company (including a foreign 
company carrying on business in Victoria) issuing debentures to 
the public for subscription in Victoria must in general make pro- 
vision in the debentures or the trust deed relating to the debentures 
for the appointment of independent trustees for the debenture 
holders. The trustees must be either two or more persons or a 
trustee company, and every prospectus inviting persons to sub- 
scribe for debentures must state in addition to the particulars 
required generally of prospectuses the names, addresses and occu- 
pations of the trustees. Moreover, the company is deemed to 
covenant with the trustees that it will carry on and conduct the 
business of the company in a proper and efficient manner; that it 
will keep at its registered office full proper and complete books 
of account which are to be open at all reasonable times for the 
inspection of the trustees or their auditors; that it will give to the 
trustees or their auditors such oral or written information as they 
may reasonably require relating to the business property or affairs 
of the company; and that they will at least once a year on the 
request of the trustees summon a meeting of debenture holders at 
which a director shall be present to give such information regard- 
ing the affairs and transactions of the company as the trustees 
may reasonably require—at the naive prospect of which anyone 
old in experience of the ways of company meetings and directors 
may be pardoned for smiling. 

Moreover, the company must furnish the trustees with par- 
ticulars in writing, within twenty-one days of its creation, of any 
charge created by the company or its subsidiaries. It must furnish 
them with copies of any auditors’ reports, letters or memoranda in 
any way bearing on the financial position of the company. It must 
furnish them with an annual statement prepared by the company’s 
auditors containing, inter alia, detailed statements of the assets 
and liabilities of the company; a profit and loss account set out 
in a specified way; such comments as the auditors think necessary 
to explain fairly and fully the real financial position of the com- 
pany; and, when the company is a holding company, in addition 
to the above a consolidated statement of the assets and liabilities 
and of the earnings of the holding company and its subsidiaries. 

While a number of these provisions are inserted in many trust 
deeds, their statutory enforcement in the manner provided in the 
Bill is, in my view, burdensome and unnecessary. Possibly their 
insertion may be justified as an earnest attempt to increase the 
opportunities of remunerative employment for accountants, audi- 
tors, and members of the legal profession. 

The Bill also contains (Clause 74) some provisions of general 
application to debentures, but of special importance in regard to 
perpetual debentures (that is, debentures which are irredeemable) 
and debentures redeemable only on a remote contingency or on the 
expiration of a long period of time. It provides that in all cases 
the security for a debenture or a series of debentures shall at any 
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time be enforceable where the Court is satisfied first that the 
security, if realised, would not be likely to bring more than 75 per 
cent. of the principal money outstanding (regard being had to all 
prior charges ), and secondly that the assets covered by the security, 
on a fair valuation thereof on the basis of a going concern, are 
worth less than the principal sum, and that the company is not 
earning the interest thereon. 

Provisions such as these, though onerous, cumbersome and 
inconvenient, may not affect greatly the large concern whose busi- 
ness has already been developed and whose financial position is 
already assured. I cannot emphasise too strongly, however, how 
serious an effect well-meaning legislation of this nature may have 
in impeding the progress of the small concern with good prospects 
and sound foundations, but for whose development ready capital 
is essential. I am convinced that it is of the utmost importance to 
the stimulation and success of new enterprises that the widest 
opportunities should be available for borrowing capital as inex- 
pensively as possible. Every additional obligation imposed by the 
legislature adds to the cost of borrowing, and so obstructs their 
natural development and diminishes their prospect of success. 

Moreover, there is always the grave danger that legislation 
which is not familiar abroad and so, rightly or wrongly, is regarded 
as “back-blocks”’ legislation, will frighten away overseas capital 
which has played so important a part in the development of industry 
in Australia. Anyone who has had experience in the introduction 
of that capital into Australia will appreciate the great psycho- 
logical value of our being able to say, when its introduction is being 
contemplated, that our company law is substantially the same as 
English company law. 

Finally, in so far as such provisions are a legislative attempt 
to compel honesty and to protect the unwary against dishonesty 
and mismanagement, I am doubtful of their wisdom. There are 
some grounds for the belief that men cannot be made honest by 
Act of Parliament, and there is a real danger, where it is attempted 
to compel a standard of business morality by regulation, that what 
was intended to be the bare minimum will be regarded as the 
absolute maximum: that bare compliance with the regulations may 
be regarded as all the morality that need be expected of anyone. 
Iam firmly convinced that the only effective safeguard which a 
person lending money to a company can have is the company’s 
record of sound internal management in the past, and the know- 
ledge that the control of the company is in the hands of men who 
can be relied on to continue that record in the future. Where 
these are present, borrowing will only be impeded by legislative 
interference. Where they are not, no amount of legislative control 
will be sufficient. 
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